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FOREWORD 


The need of a fact-gathering agency for the use of management 
has long been recognized. Practical means for so doing have been 
available, for the most part, only since the development of mechanical 
devices of various kinds. It is not strange, therefore, that the organi- 
zation of a fact-finding bureau or agency within a business has been 
of comparatively recent growth. Probably the outstanding recent 
development in the field of internal business organization has been 
what might be termed controllership organization. Once the means 
of fact finding and reporting became available, the development of a 
technique to handle and care for them was a logical sequence. In those 
business organizations where this technique has been worked out, these 
activities have usually been headed up in a controller’s office, which 
thus becomes an agency for collecting, summarizing, reporting and 
interpreting the factual data needed for the determination of proper 
policies and their execution. 

The accounting office has always been the place where most of the 
significant financial facts of business have been recorded. To expand 
its field of activity and function, under the direction of a controller, 
to include the gathering and preparation of data, not strictly financial 
but almost equally significant and important, is in accord with the 
best modern practice, which makes use of an established agency with a 
personnel already trained, rather than building up a new with the 
possibility of a duplication. Thus controllership organization has been 
developed and has proved itself worthy of its trust. 

This is the central theme of this book. Accounting for Executive 
Control, and the author has developed his theme in a logical and 
methodical way. First he develops the end and aim of management , 
then the concept of accounting; next what is meant by an adequate 
control of business activities on the part of management. After this 
he treats of the facilities or agencies necessary and available for 
management control, and after establishing controllership, or account- 
ing in the more recently accepted sense, as such an agency, he shows 
the services which accounting can make available to the various execu- 
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tives — chief and subordinate — on whom rests the management of a 
business enterprise. Viewing business functionally, he points out 
the nature of the factual data needed by financial procurement, market- 
ing and personnel managers and their assistants, and shows how the 
controller’s office should be a clearing house for all this information. 
Nor does he neglect to indicate how the controller’s office should 
itself be organized to carry on and accomplish its manifold duties 
and services. The whole treatment is set forth against a comprehensive 
knowledge of broad and basic economic law. 

Not the least interesting and valuable part of the book is the section, 
Chapters XXVI-XXXII, where is given a practical illustration of the 
working out of the principles of organization and operation advocated, 
through the medium of the Mileage Tire Co., in which the figures and 
data used are very close to actualities. 

I am very glad to commend this book to the earnest student of 
business organization and management as the most complete and com- 
prehensive portrayal of the methods of controllership organization and 
some indication of its possibilities and value. It should also be an 
excellent guide to executives in knowing what they have a right to 
expect in the way of service from the controller’s office. 

Roy B. Kester 
Professor of Accounting, 

Columbia University, New York City 


June I, 1929 



PREFACE 


The science of management has made much progress during the 
past decade but the science of accounting has not kept pace with it. 
The development in the science of management has made necessary 
a restatement of the purposes of accounting. If Accounting is to serve 
management best it must accomplish the purpose of all science — ^that 
of prediction. In doing this, consideration must be given to the past, 
the present, and the probable future. In planning future operations 
for the business enterprise the accounting instruments will best serve 
management if they state such operations in terms of a definite organi- 
zation in which the cross currents of authority and responsibility are 
at a minimum. In accomplishing this aim it has been necessary to 
bring the various tools to play upon the problems of management. 
The development of the treatise is from the standpoint of the organi- 
zation of a sizable business. 

The subject is indeed timely .for the following reasons : 

In the first place, the treatises on accounting are chiefly from the 
public accountant's point of view. They deal with the past and are 
interested chiefly in the statement of the financial operations and 
financial conditions of the business as of a past date. The principal 
management problems of an enterprise must be stated in terms of an 
organization and the future, if the best results are to be secured. 

In the second place, there is need for definite planning of opera- 
tions so as to earn a profit — which is the prime aim of business — and 
this can be done best where well-devised plans are made in advance of 
operations, based upon prudent business policies. The tendency to 
specialize in various phases of management has led to the development 
of a literature in specialized fields, and this makes it exceedingly hard 
for the student as well as the business man to see the close inter- 
relation of the various specializations and to get a perspective of the 
field as a whole. A work which definitely ties the various phases of 
management to the accounting methods should serve a timely need of 
business students and business men. 

In the third place, in modern organizations the placement of 
authority and responsibility is exceedingly lax, and one of the principal 
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remedies for this leach of business profits is that of definite knowledge 
of what work “should be” accomplished, the progress of the work, any 
causes for variations, and proper executive action thereon. 

In the fourth place, there are a large number of schools and colleges 
which offer courses in engineering and business subjects, and the 
author hopes that this book will assist in giving the students in these 
courses a broader viewpoint of accounting than is obtained from many 
of the books upon the subject. 

This volume is the result of the author’s research and study of 
management problems as they are attacked in manufacturing and com- 
mercial concerns. Some eight months were required to make over 
eighty planned interviews and the inspection of plants which are 
reputed to be well managed. Since the field covered is broad, the 
works of many authorities had to be digested. The treatment of the 
material had to be restricted so that the subject as a whole could be 
properly coordinated. Certain phases of the practice of management 
are much ahead of the material covered in technical magazines. Many 
helpful suggestions have been given by business men who are too busy 
to develop their thoughts properly and give them publicity. 

An idea of how the problems assayed for the purpose of this book 
were attacked may be interesting. In Part I the problems dealt with 
are stated. In doing this it was necessary to state what the science 
of management is, how it was and is being developed. The ideas of 
accounting were then treated. Since accounting can serve management 
best only when the purposes of accounting are in agreement with the 
purposes of management, it was necessary to provide ways and means 
whereby the aims of management and accounting would be parallel. 
Since management is concerned largely with the future it was neces- 
sary to state that accounting should give consideration to the future. 
In order that this may be done best it is necessary to state the accounts 
in terms of a suitable organization. 

How this organization could be developed is treated in Part 11. 
The treatment traces the line of authority and responsibility to the 
chief executive. Since the chief executive is a leader and not a “doer” 
he must have an organization to lead. It was observed that in order 
to do the work of the concern best it is necessary to have: (i) stand- 
ards for the guidance of the administrators, the managers, and the 
other personnel of the organization; (2) records to provide informa- 
tion regarding performance, and (3) reports to interpret performance 
and forecast the future. 
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Part III deals with the questions of standards and records and 
shows how the administrators, the chief executive, and the other execu- 
tives are supplied with the information which they require for the 
conduct of the business. 

An analysis of the various phases of management led to a treatise 
on three major phases of management: namely, marketing, procure- 
ment, and labor. 

How the Manager of Marketing, the Sales Manager, and the 
Publicity Manager are supplied with, and how they use accounting 
information is dealt with in Part IV. Since the Tunctions of publicity 
and sales overlap, it is necessary to have a manager in charge of the 
broad phase of these fields to coordinate them properly. Then, too, the 
organization becomes too complex where the chief executive has too 
many executives reporting to him. A manager in charge of each broad 
function, such as marketing, procurement, labor, and standards and 
records is deemed to be essential for proper organization. The market- 
ing forecast must serve as an important instrument for the control of 
a business enterprise; thus, emphasis is placed upon the necessity for 
research and analysis as the basis for standards in marketing. The 
importance of standards is not generally recognized. This treatise 
emphasizes that standards may be established and results appraised. 

Part V outlines the ways and means for securing procurement 
control. As in marketing management, the several functions of man- 
agement in procurement are coordinated by a manager. Procurement 
has been divided into two phases : production and facilitation. The 
latter phase of management is to coordinate the various functions 
which may be necessary at many places throughout the organization 
but which require centralization in order to be effective. The pur- 
chase and store functions are illustrative. The general principle holds 
true that the work should be done where the minimum of cross cur- 
rents of authority and responsibility are present. Since many of the 
functions of a business enterprise overlap, it is impossible to say just 
where the work should be done, except in connection with a given 
organization. The treatise on procurement control assays the broader 
phases of the subject and stresses the importance of standards and 
records as the basis for control. 

In Part VI the problems of labor control are treated. The broad 
function is under the direction of a Manager of Personnel. For 
purposes of treatment, the functions of labor control were further 
divided into employment and training. The principal ways in which 
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accounting can be used for the control of labor are dealt with, and 
emphasis is placed upon the scientific method as the basis for the attack 
of problems in this field. The need for ' standards and records is 
emphasized, and some ways and means are stated for making them 
effective as tools of executive control. 

Coordinate with many other problems of internal management are 
such external problems as the proper relations to the business cycle, 
proper relations with stockholders, the investing, and general public. 
These problems are treated in Part VII. Chapter XXIII is largely 
of an introductory lature for the chapters which follow. 

Much of the illustrative material which is deemed essential to rein- 
force the statements of principles is treated in Chapters XXIV to 
XXXI inclusive. Illustrative material in Parts IV, V, and VI was 
held to a minimum and Chapters 24 to 31 inclusive made to furnish 
the necessary illustrations. These present major and master budgets 
and performance reports for a sizable business. In doing this, con- 
sideration is given to external conditions as they are related to internal 
conditions. The budgets of 1926 were measured, in quarterly periods 
with performance and significant causes for variations determined. 
In the forecast for the first quarter of 1927, consideration was given 
to these variations as they might affect operations during the coming 
quarter. This is illustrative of the application of the science of ac- 
counting as an aid to executive control. 

From the methods of procedure employed in gathering the mate- 
rials for this treatise it will appear evident that the author has incurred 
many obligations. He is indebted to his friend and teacher. Dr. Roy 
B. Kester, Professor of Accounting, School of Business, Columbia 
University, for suggesting the subject and for giving much valuable 
assistance and general criticism of the work ; to A. H. Stockder, Assist- 
ant Professor of Business Organization, School of Business, Columbia 
University, for his criticism of the chapters on business organization ; 
to Frederick C. Mills, Professor of Statistics, School of Business, 
Columbia University, for his criticism of the chapters on business 
statistics ; to H. Parker Willis, Professor of Banking, School of Busi- 
ness, Columbia University, for his criticism of Chapter X, and to 
Dr. Harlow S. Person, Managing Director of the Taylor Society, for 
his general criticism of the work. He is indebted also to a large 
number of managers, administrators, organizations, and professional 
men, who showed a spirit of professional interest in the work. In 
many cases, several members of an organization rendered valuable 
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CHAPTER I 

THE MANAGEMENT 

Three Types of Management. — Before it can be known how 
accounting can be an aid to management, something of the nature and 
the function of management must be understood. To give the term 
' ‘management’’ more than a generally misunderstood meaning some 
distinctions must be made. 

The term “management” may readily be divided into three types, 
as follows: 

1. Unsystematic management. 

2. Systematic management. 

3. Scientific management.^ 

Unsystematic management, as the term well describes, means that 
those who control the enterprise have no regular way of doing their 
job. This type of management operates mainly through intuition, and 
is often referred to as the “hunch” method. Despite its popularity, 
only a passing word can be devoted to it here, because accounting 
information is of little value where such management is practiced. 

Systematic management provides ways for doing things. Regu- 
larity and conformity to “system” is honestly striven for here. The 
philosophy of this kind of management is not new. Its practice today 
is far-flung. To this type of management, accounting is deeply 
indebted for its development. 

The philosophy of “scientific management” is not so easy to explain 
or to understand as the two former types of the term “management.” 
Frederick W. Taylor is credited with being the instigator and pro- 
pounder of “scientific management.” Many writers and critics have 
done much to obscure the real philosophy of Taylor by quoting pas- 

P. Kendall, Bulletin of the Taylor Society, Vol. VIII, No. 5. 

I 
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sages that were not comprehensive of the concept. IMiich of this mis- 
understanding is undoubtedly due to the inherent nature of the task 
of trying to make a somewhat complex philosophy simple. ICspecially 
is this true in the light of Taylor^s limited expression and lack of 
critical editorial assistance. The following quotations, however, may 
serve as a basis for development: 

Scientific management consists of certain broad general principles, a certain 
philosophy, which can be applied in many ways, and a description of wliat any 
one man or men may believe to be the best mechanism for applying tliese gen« 
eral principles should^in no way confuse the principles themselves.^ 

The four elements of '^scientific management'^ are: "(i) The development 
of a true science. (2) The scientific selection of workmen.^ (3) His scientific 
education and development. (4) Intimate friendly cooperation between the 
management and the men.” 

Another statement is: "Scientific management . . . does, however, involve 
a certain combination of elements which has not existed in the past — namely, 
old knowledge so collected, analyzed, grouped, and classified into laws and rules 
that it constitutes a science; accompanied by a complete change in the mental 
attitude of the workingmen as well as of those on the side of inanagem.ent, 
towards each other, and towards their respective duties ami responsibilities. 
... It is no single element, but rather this whole combination, that comstitutes 
scientific management which may be summarized as follows : ( 1 ) Science, not 
rule of thumb. (2) Harmony, not discord. (3) Cooperatiom not individualism. 
(4) Maximum output, in the place of restricted output. (5) 11 je development 
of each man to his greatest efficiency and prosperity.”® 

A briefer statement of Taylor’s philosophy of management apj)ear.s 
in the following; “Scientific management cannot be said to exist, then, 
in an establishment until after this change has taken place in the 
mental attitude of both the management and the men, both as to their 
duty to cooperate in producing the largest possible surplus and as to 
the necessity for substituting exact scientific knowledge for opinions 
or the old rule of thumb or individual knowledge.” * 

There are two requisites to Taylor’s philosophy of “scientific man- 
agement.'^ They are: 

( 1 ) Complete cooperation between management and employees. 

(2) Scientific knowledge utilized to take the place of indi- 

vidual knowledge. 

!t must be readily conceded that any amount of science cannot 

pTtHciplis of Scientific 3d (movement, p. 28. 

^Ibid,, p. 130. 

^Ibid., p. 139. 

Xr,‘ ^<>1. 
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secure cooperation; the securing of cooperation is an art. Facts may- 
be secured by the scientific method but the application of those facts 
to a business problem is an art. 

We require, then, a distinction between the Science of Manage- 
ment and Scientific Management. The Science of Management is that 
body of scientific knowledge of managerial facts which can be used 
as a trustworthy guide in the future. Scientific knowledge is secured 
by means of the scientific method.^ Scientific Management is very 
different. It includes ‘'the science of management,’' the “function” 
of management, and a philosophy of managemerfl:. “Everything he 
(Taylor) did is clearly definable as either science or management or 
the function of management, and these should be distinguished from 
his philosophy or state of mind.” ^ 

Dr. H. S. Person has restated the principles which Taylor advo- 
cated in the following words : 

1. Research and Experiment, The discovery by investigation and experi- 
ment of a factual basis for every determination of purpose, policy, program, 
product, material, machine, tool, method, type of ability and skill, and other 
factors in the conduct of an enterprise. 

2. Standards. The expression of the results of research and experiment 
through defined and published standards, which serve as common goals, facili- 
ties, or methods, conceived in the best interest of economy and welfare, for 
those cooperating in the enterprise. 

3. Control, The establishment of a systematic procedure for the execution 
of work based on the defined and maintained standards ; a procedure which 
facilitates each specialized effort and coordinates all specialized efforts, to the 
end that the common objectives may be achieved with a minimum of waste of 
human and material energies and with a maximum of human welfare and 
contentment. 

4. Cooperation, The recognition of the natural laws of cooperation involv- 
ing the integration of individual interests and desires with group interests and 
desires and of individual capacities with the requirements of group purposes; 
the substitution of the laws of situations for individual authority, guess and 
whim; and the recognition and capitalization of human differences, motives, 
desires, and capacities in promotion of common purpose.® 

Development of the Science of Management — Already a sufifi- 
cieixt body of scientific facts has been gathered about managerial prob- 
lems to make possible broad generalizations in not a few phases of 
the work. In a recent paper read before The Taylor Society, Mr. 

^ See Jones, The Administration of Industrial Enterprises ^ pp. 5-7. 

^Williams, John fi.. Bulletin of the Taylor Society, Vol. IX, No. 2. p. 66 C April 
1924). V ^ > 

^Scientific Management in American Industry, pp. 10, ii. Harper Bros. 
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L. P. Alford presented over forty of these 'laws/' The number of 
these "laws" or principles will be extended when the scientific method 
is applied to more managerial problems. That a science of manage- 
ment is being developed and is capable of being extended is evident 
from a cursory knowledge of what has been and is being done in the 
field of management. In the formulation of a science of management, 
accounting, in the sense which it will be used in this book, will be 
an aid to the solution of many problems. 

Management Oefined. — The term "management," in practical 
usage, covers a wide scope. It would include the formulation of, 
and the execution of "policy." In a somewhat more technical sense 
it maybe differentiated into: (i) Administration, (2) Management, 
and (3) Organization. Oliver Sheldon says of these: 

Administration is the function in industry concerned in the determination of 
the corporate policy, the coordination of finance, production, and distribution, 
the settlement of the compass of the organization, and the ultimate control of 
the executive. 

Management proper is the function in industry concerned in the execution 
of policy, within the limits set up by administration, and the employment of 
the organization for the particular objects set before it. 

Organization is the process of so combining the work which individuals or 
groups have to perform with the faculties necessary for its execution that the 
duties, so formed, provide the best channels for the efficient, systematic, posi- 
tive, and coordinated application of the available effort.^ 

For dearness in the use of the term "management," the distinction 
here set forth will be followed in this book. 

The administration of the affairs of a corporation is usually left 
to a board of directors. The wisdom used by this board in the con- 
duct of its function has much to do with the success of the corporation ; 
but it has been found by experience that "if you want to get things 
done, do not leave them to a committee." The execution of work is, 
then, left to management. 

The management of the affairs of a business requires the services 
of men whom we call executives. An executive is one who "controls" 
the actual performance of work. This concept of the executive is 
subject to two interpretations. One is, that an executive is one who 
has "control" over the work of another. This means that one has 
control of the work of another because the right has been vested 
in him by one who has authority to do certain things. 

^ The Philosophy of Management, p. 32. 
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A foreman, for example, is an executive because he has received 
certain authority from another, and has certain control over another's 
work. The second interpretation is that an executive is one who 
executes or does work. The operator of a lathe, for example, is not 
a machine. He has some of the nature of an executive, since the 
intelligent operation of the lathe requires knowledge, skill, and a cer- 
tain amount of judgment. In this book the word '^executive" will be 
used in the first sense. Executives are of different ranks. The rank 
or type of work that each does is frequently indicated by descriptive 
words. The management of the affairs of a concern is usually divided 
along broad functional lines. This means that some one is in charge 
of such major functions as: finance, marketing, procurement, and 
personnel. These major functions may be broken down into the com- 
ponent functions. This analysis may extend to particular jobs, no 
matter how small. 

In the development of a topic of this kind it is necessary to present 
it in one ‘"plane”; whereas, the subject is a concrete whole — a ""solid." 
Let us return again to the general consideration of management. 

Management is Composed of Three Branches. — Management, 
in its most generally accepted sense, is composed of three branches 
which may be divided as follows : 

I II III 

Owners Men General 

Managers (workers) Public 

We may recognize three types of government in business as well as 
in constitutional government. In business, the people, the general 
public, the customers and prospective customers, form what is known 
in our form of government as the judicial corps. In order for a busi- 
ness to be a success, other factors eliminated, it must adjust itself to 
its environment; the public is the ultimate source for financial success. 

The representatives of the owners, or the board of directors in 
the corporate form of organization, direct the policies of the busi* 
ness. They legislate and direct. The executive function is usually 
vested in a president. He is ""responsible" for the execution of poli- 
cies, so the saying goes. 

At this point, this treatise will deal largely with the legislative 
and executive functions from the point of view of the corporate en- 
terprise. The terminology used will follow the distinctions previously 



6 ACCOUNTING FOR EXECUTIVE CONTROL 

made. The legislative function relates to administration; the execu- 
. tive function relates to management. 

Ultimate Authority Rests with the Stockholders.— Under our 
present corporate form of ownership, the ultimate internal authority 
is vested in the stockholders. The stockholders vest periodic control 
in the board of directors, which, in well-managed corporations, have 
as their function the “making of policies” and “passing upon results 
obtained.” The “making of policies” and “passing upon results ob- 
tained” is, of course, subject to wide differences in point of view as to 
just what these statements mean. The viewpoint held by the author 
will be elaborated at different points in the systematic discussion of 
the subject. The general concept is stated below. 

The policy corps, or board of directors, is the outgrowth of cen- 
turies of development in ownership organization procedure. The 
legal status of a director has likewise undergone gradual development. 
The ethical factor has no doubt been in the lead in this development. 
Today, in_ corporations that have a reputation for good administra- 
tion, the practice of the board of directors is far ahead of the legal 
concept of their duties and responsibilities. 

The Principles of Administration and Management — There 
are certain principles underlying the scientific approach to the solution 
of administrative and managerial problems. For the purposes of 
control, the greatest of these are as follows : 

(i) Before the accomplishment of any “work” is undertaken an 
evalution of results to be obtained should be made. Means should 
be provided whereby it may be known what results are being and have 
been obtained, together with causes for variation between evaluated 
results and actual accomplishment. This principle may be stated with 
a different emphasis, as follows: A person who has authority to 
do that which he does not actually perform himself should, before the 
work is started, evaluate or have evaluated the results to be obtained. 
Means should be provided by which he may know that his “orders” 
are executed. If the evaluation is different from the results obtained, 
he should know the causes for variation. 

This principle involves the following three steps: 

(a) Predetermination of results, or the setting of a standard. 

(b) Performance, or accomplishment. 

(e) Causes for variation between standard and accomplishment. 



THE MANAGEMENT 


7 

(2) From the principle set forth above we may formulate a con- 
cept of efficiency. Mr. Taylor set forth this concept of efficiency 
when he measured the relation between standards and accomplishment. 
'‘Standards” may change. Efficiency is, therefore, relative. But be- 
cause efficiency is a relative term there is no reason why it cannot be 
effectively used in the conduct of a business enterprise. Efficiency may 
be scientifically determined. 

(3) ^^st principle is fundamental, but requires for its effective 
use the fixing of responsibility and authority. Mr. Gantt said that: 
“The authority to issue an order involves the responsibility to see that 
it is properly executed.”^ He also said that: “Authority and re- 
sponsibility for performance must be centered in the same individ- 
ual.” ^ Mr. Alford said that: “Responsibility for the execution of 
work must be accompanied by the authority to control and direct the 
means for doing the work.” ^ 

The fixing of authority and responsibility is difficult in most cases, 
if one's concept of the subject be comprehensive. In modern business, 
authority to control and direct the means for doing work does not 
make one “responsible” for something over which he has not “actual” 
control, even though his authority may be broad enough. Gantt rec- 
ognized this when he, for example, set up his Idleness Chart. Here 
he gives causes for idleness, some of which are controllable, while 
others are not.^ Each of these principles requires further elaboration, 
a part of which is given below, while much must be left for discussion 
in subsequent chapters. There are many mechanisms for securing con- 
trol but these should not be confused with the principles themselves. 
From the viewpoint of the author, the foregoing principles serve as a 
basis for the control of a business. 

The Policy Corps. — In the light of the foregoing analyses let us 
see how the principles set forth affect the policy corps. The policy 
corps is a legislative body. It would, indeed, be a poor policy corps 
of board of directors, which made policies without adequate scientific 
knowledge upon which to base their judgment as to the probable re- 
sults that could be expected from certain policies which they propose 
to establish. This is not intended to convey the idea that even a large 
majority of the successful concerns today are so well favored with facts 
upon which to make decisions, for they are not. Books could be 

"^Industrial Leadership, p. 8. 

® Organization for Work, p. 78. 

® Laws of Manufacturing Management, p. 13. 

* Clark, The Gantt Chart, p. 30, 
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written about the shortcomings of the data upon which boards of 
directors make decisions, but what we think is most needed is to show 
what information is desirable in the conduct of a business enterprise, 
and to show how control can be secured best. 

Possibly the base of this whole question is that of authority and 
of responsibility. What concept do the members of the board have 
of their duties and responsibilities? Do they take their jobs seriously 
or do they take them lightly? Do they demand facts upon which to 
make decisions, or do they prefer to use their own rule-of-thumb knowl- 
edge in the matter^ Do they have an admirable ethical concept, or 
do they hide behind the letter of the law? The philosophy of the 
members of the board in their interpretation of authority and of re- 
sponsibility will materially affect their actions in the administration 
of the affairs of the corporation. 

Let us assume that the administrators and managers of the busi- 
ness have accepted the foregoing principles of control. This will 
lead to a systematic discussion of these principles of control. It is a 
demonstrated fact that many businesses are started which never suc- 
ceed financially. In many cases a simple analysis of the facts would 
have indicated that few chances of success, if any, were possible. This 
same thing applies to all classes of businesses, to a greater or a lesser 
degree.’ This would indicate the necessity of well-drawn plans for ac- 
tion. The truth of this has come down to us through many centuries. 
It is forcefully expressed today in the modern budget, which is more 
adequately discussed in Chapter XII, but to which some attention will 
here be directed. 

The Budget. — From the point of view of the policy corps, the 
modern business budget provides a means for the expression of the 
evaluation of results to be obtained. It is a plan for action in the 
future, the general orders for the chief executive. There are many 
methods of setting up the budget but these should not overshadow the 
foregoing principles. These principles should be kept clearly in mind 
in this discourse. The “final” authority and responsibility, within the 
means of their control, rests upon the board of directors. The sources 
from which they may secure facts are broad, both from within and 
from without the business. The facts they may secure are limited 
only by their own resourcefulness and ability, together with the re- 
sourcefulness and ability of their employees and of those with whom 
they are associated. The fact that the board of directors does not 
‘Wcute,” is a feature which should be ever present in the formu- 
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lation of the budget. The budget as approved by the board of direc- 
tors, when properly interpreted, is a standard of attainment. By the 
side of this standard is to be placed achievement. By means of an 
interpretation of the causes for variation it is possible to judge whether 
or not the policies of the concern were wisely made, and whether or 
not they were properly executed. 

The Executive Corps. — The policy corps delegates to the chief 
of the executive corps the authority necessary to carry out the policies 
they have made for the business. In him is centered the authority 
and responsibility to execute the general orders-^the budget. Much 
misunderstanding can be avoided by a better understanding of what 
is meant by “authority” aird “responsibility.” Some administrators 
use the words interchangeably; some prefer never to use the former.^ 
In present-day practice there are two distinct viewpoints as to the 
meaning of “authority” and “responsibility.” They may be labeled 
(i) “legal” authority and responsibility, and (2) “technical” or 
“operating” authority and responsibility. There are other distinctions 
not pertinent to this discussion. The above distinctions require further 
analysis. 

The legal phase of authority and responsibility is the outgrowth 
of our legal procedure in general. The viewpoint here developed is 
that of the corporation which is organized and operated in conformity 
to law. The legal status of corporations which are chartered under 
general corporate laws is, for the most part, well defined at present. 
This is likewise true of those who are associated with the corporation 
in the capacity of stockholders, directors, or other officials. Accord- 
ing to the legal concept, “authority” means that the corporation has, 
through a properly constituted body, received from the state the legal 
right to do certain things ; it is authorized by law to pursue a given 
course in its business affairs. The state likewise exercises a certain 
control over the corporation; it is held responsible for certain of its 
acts. The “responsibility” of a corporate enterprise is, in many ways, 
definite. A corporation has no authority to violate law ; and if, for 
example, it violates the Sherman Anti-Trust Law the state may hold 
it responsible. This responsibility is not a fiction, as not a few cor- 
porations have felt the consequences of this responsibility. 

It is quite logical that since the corporation has received certain 
“authority” and thereby acquired certain “responsibilities,” that it, in 
turn, has a right to “fix” authority and responsibility upon its duly 

* Bulletin of the Taylor Society, Vol. XI, No. 5. PP- 2S4-2SS- 
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appointed representatives. From this practice our present procedure 
has been evolved. The stockholders elect the board of directors, which 
in turn elects the president. The board of directors receives certain 
legal rights or authority and thereby acquires certain responsibilities. 
This is likewise true throughout a corporate organization. The stock- 
holders have “original” authority; they have “final” authority. Of 
course “final” authority cannot here be construed to mean that the 
stockholders as such decide everything. Likewise, the executives of 
all ranks cannot make “final” decision on every question. This is 
where the confusion arises. 

The operating phase of authority and responsibility is likewise an 
outgrowth of legal procedure, but which today appears to be far 
removed from its original source. It is inherent in the performance 
of any piece of work, that the one who does the job has all the 
authority necessary to do the job. This assumes, of course, that the 
performer is duly authorized, or legally authorized, to do the job. 1 fe 
likewise incurs certain responsibilities. The nature and extent of 
these responsibilities are covered by the general principle set forth 
above. Such responsibility must be within the authority and “control” 
of the performer. 

The truth of the “operating” concept of authority and responsi- 
bility has long been, consciously or unconsciously, recognized in 
business. Gantt, for example, fully recognized it.^ The great difficulty 
in the understanding of this subject seems to be that the accepted form 
of organization “delegates” to certain individuals duties which never 
were expected to be performed fully by them. Likewise, the placing 
of “full responsibility” in such a case was not expected. There is a 
great temptation to interpret the question too narrowly; not to see 
it in the light of “all the facts and circumstances.” The interpretation 
of authority and responsibility solely from a “legal” or from an 
“operating” point of view leads into a dilemma. For example, “the 
dispatch clerk has more authority in dispatching work than the presi- 
dent.” 2 From the “operating point of view,” generally, this is true. 
It must be remembered, however, that the dispatch clerk and his work 
are directly or indirectly, as the case may be, under the supervision of 
the president. Authority, from the “legal point of view,” is derived 
from the owners, and it would be silly for a dispatch clerk to perform 
his work in any manner at variance with any general or special order 

^ page 7. 

‘ Bulletin of the Taylor Society, Vol. XI, No. s, p. 343. 
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which the president or any '"superior"’ may direct. Strict interpretation 
of this question from either of the points of view would make it impos- 
sible^ to operate a modern business under that interpretation. This 
leads to different phases of this same problem which will now be 
taken up. 

Authority and Responsibility, — The effective placing of author- 
ity and responsibility is a great problem, the importance of which is 
not generally realized. This involves, among other things, the question 
of proper organization. In the conduct of a sizable business, the 
organization of the executive corps along broad fuflctional lines may be 



Figure i. The Organization Chart of the Executive Corps Along 
Broad Functional Lines. 


represented by Figure i. The duties and responsibilities of each of 
these executives is sketched below, together with certain limitations 
that may be placed upon their work. Further development of this 
subject will be found in various parts of this book. 

The Chief Executive. — In most large corporations, the chief 
executive is a "specialist” of "specialists.” His corporation is a user 
of "all” the sciences and the arts. Obviously he cannot have very 
much specialized knowledge covering so wide a field; therefore he 
becomes a specialist of specialists, who in turn are specialists of spe- 
cialists. All this means that today the chief executive in a ’■si::lable 
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concern is in a different situation from that of the chief executive of 
a small concern. Ill the large concern the chief executive finds him- 
self •with few decisions to make; in the smaller concern, many petty 
decisions of the same nature “must’' be made repeatedly. The chief 
executive in the large firm must relieve himself of practically all 
details. In fact, it has been found that by relieving the chief executive 
from the necessity of making decisions that could be centralized in a 
specialist in that particular line, better results could be obtained. The 
decisions are more effectively made and the chief executive has time 
to devote to more important matters. 

In a recent address, Mr. H. P. Kendall ^ said : 

I think that the successful heads of business today are doing less and less 
on major decisions — approving them but assuming less and less authority and 
responsibility — ^but doing more and more in the field of manning their or- 
ganizations strongly and in the creative or inspirational field. Of course with- 
out enthusiasm, without team work — ^and team work means cross coordination 
of departments — without that the business cannot, in the terms of a battle, be 
fought as a whole. 

Possibly the major problem of the chief executive is the “fixing'' 
of authority and responsibility. In fact, this is “the" problem of 
administrators and executives. It starts at the “top" of the organiza- 
tion and continues to the “bottom" of it. The principles for the 
“fixing" of authority and responsibility have already been stated.^ 
The technique and mechanisms necessary for the accomplishment of 
this task is beyond the scope of the present discussion, but occupies a 
prominent place throughout this book. 

The Manager of Finance. — The question of “finance" has for a 
long time occupied a prominent place in the conduct of business. With 
the growth in the size of concerns many other questions have required 
much attention, but the finance question has lost none of its impor- 
tance. In fact, it has become increasingly more complicated. Today 
the capital structure of many concerns is extremely complex. This 
means that the manager of finance has to deal with many problems 
which heretofore did not exist. Profits have in many cases become 
so complex that they are determined by “fair estimates." The many 
liabilities of the business must be properly dealt with. Capital require- 
ments must be planned and assured long before the, funds will be 
fequired to make payments. To accomplish these, together with other 

TBuHetin of the Taylor Society, Vot XI, No. 5, p. 252, . 
pp. 6-7. 
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tasks, the Manager of Finance must be assisted in many ways. He 
becomes a specialist of specialists. 

The above is intended to be but a broad idea of the task of the 
manager of finance. Further development of this subject is to be 
found in Chapter VIIL 

The Manager of Marketing — ^With the growth in the practice 
of large-scale manufacture, mass production, and other modern busi- 
ness practices has come the problem of finding a market for, and the 
profitably marketing of goods. Wider markets had to be secured to 
dispose of the products. To accomplish the desired results new methods 
were necessary. This called for the services of specialists, so that 
today in a sizable concern the supervision and coordination of the 
work of these specialists requires the services of a specialist of the 
specialists. This functionary is here designated as the Manager of 
Marketing. 

The general nature of the function of marketing may be indicated 
by two words: ‘‘publicity’' and “selling.” Chapters XIV to XVI, 
inclusive, deal more fully with this subject. 

The Manager of Procurement. — Modern manufacture has 
brought many vexing problems of its own. To cope with these prob- 
lems successfully much specialization of the executive function has 
been necessary. 

The function of procurement in a manufacturing concern has to 
do with purchases and manufacturing. In a modern business combi- 
nation, for economical management some one must fill the function 
of “head” or “coordinator” of these broad functions. These functions 
have to do with the acquisition of material and its fabrication. The 
performer of this function has been designated as the Manager of 
Procurement. A more elaborate analysis of this function and the 
underlying functions will be found in Part V of this book. 

The Manager of Personnel. — The nature of the work per- 
formed by personnel specialists has to do, in a broad sense, with the 
“hiring’^’ and “training” of the employees. Not all of the personnel 
“function” can be performed by the personnel department. This is 
true likewise throughout the whole organization. The personnel 
department has, however, tended to broaden its scope of activity. The 
scientific approach to the personnel problem has demonstrated that 
while the “management of men” is an art, it is in many cases a crude 
art which cannot be effectively used. As the commercial and industrial 
situation grows more and more complex, the fine art of “man man- 
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agemenC’ requires more and more scientific knowledge to guide its 
activities in the performance of its function. 

Other Functional Executives. — The broad outline of the or- 
ganization of the executive corps of a sizable concern has been set 
forth. Something of the nature and limitations of the work of each 
of the major executives or managers has been indicated. It should 
be fully understood, however, that their task has to do mainly with 
coordination and control. It was pointed out that each major execu- 
tive in the corps requires the services of other executives, who in 
turn require the seii>vices of others. The object of such a treatment 
of this subject is to show clearly the ‘dine of authority’’ and to lay 
a basis for the effective placing of responsibility. 

For the development of this subject it is not necessary or desirable 
to undertake to show the duties and responsibilities of every kind 
of functional executive. It may be well, however, to enumerate some 
of these, and leave to other chapters the task of analyzing these 
functions. They are: 

Manager of Manufacture, 

Manager of Facilitation, 

Manager of Publicity, 

Manager of Selling, 

Manager of Training, 

Manager of Hiring (employment), 

Manager of Department A, etc., 

Foremen of various kinds. 

The objection may be raised that the basis of the foregoing analysis 
is arbitrary; that it involves a classification that has been assumed. 
This, to some extent, may be true. 



CHAPTER II 


CONCEPTS OF ACCOUNTING 

Introduction. — In the previous chapter some indication of the 
general nature of ‘'management” was set forth. ^This chapter will 
deal with several concepts of the nature and scope of accounting. The 
nature of the task undertaken by the “accountant,” and his point of 
view as to how he may “best serve management,” are the dominant 
factors in each philosophy. These factors must be thoroughly under- 
stood in order to know how the accountant will react to certain 
situations. 

Financial and Cost Accounting. — ^Accounting is sometimes 
divided into two main classes, which are : 

1. Financial accounting. 

2. Cost accounting. 

Most of the books on accounting may readily be grouped under one of 
these two headings. There is a good reason for this double classifica- 
tion. It may easily be traced to its origin. Here we find that the 
original species were very different. Financial accounting is a “rela- 
tive” of financial bookkeeping but the lineage runs through some four 
centuries. The public accountant and fhe financier first developed 
financial accounting while the engineer is credited with first realizing 
the value of cost information.^ 

The first work on double entry bookkeeping^ was published in 
1494. It explained the Italian method of keeping accounts at that 
time.^ Accounting, in anything like a modern form, is thought to 
have had its origin since the year 1915,“^ and the background is set 
forth in the writings of W. M. Cole ^ and H. R. Hatfield.^ 

^F. W. Taylor is credited by F, B. Copley in his biography of Frederick W. 
Taylor, Vol. I, Book IV, Chapter III, with cost accounts that tied into the general 
books. 

®Luca Paciolo, Summa de Arithemafica, 

® John B. Geijsbeek, Ancient Double Entry Bookkeeping, See also his bibliography. 
'' ^ Professor Kester believes that about 1915 may be used for this date. The intro- 
duction of mechanical appliances assisted materially in the preparation of the necessary 
information. 

‘^Accounts, Their Construction and Interpretation, 1908. 

^Modern Accounting, 1909. 
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What is believed to be the first bodk which deals with cost-keeping 
was published in 1832 by Charles Babbage.^ It was, however, some 
fifty years before the subject attracted the attention of manufacturers 
enough to cause them to undertake to keep individual costs. As manu- 
facturing became more extended and competition became really 
effective, the subject of cost-keeping grew more and more important. 
Today it is a subject in which much interest is being manifested. 

In order to understand the different concepts of the function and 
use of “accounting,” it is necessary to make an analysis of the two 
main divisions of •‘accounting,” as stated above. The historical devel- 
opment of each “accounting” concept would be interesting, but for 
the sake of brevity this is not undertaken. 

A Concept of Financial Accounting. — ^As pointed out above, the 
practice of keeping books by double entry is not new, but this cannot 
be said of “accounting.” The term “financial accounting” is used to 
differentiate and describe the offspring of the original type of “account- 
ing.” It is now recognized that “financial accounting” is only one 
phase of “accounting.” A striking illustration as to the recetff 
development of “accounting” is that of a comptroller of a large and for 
some twenty years a prosperous concern (about 1860-1880). This 
comptroller was reputed to be the most outstanding accountant of 
England and was in much demand as a speaker on the subject <jf 
“accounting,” etc. Business reverses were undergone by the corpora- 
tion for a period of about six years. Finally, while the comptroller 
was away from business on a speaking engagement, the directors of 
the corporation agreed that the concern was hopelessly bankrupt. When 
the comptroller returned and found his concern was in receivership 
he was as much surprised as the general public, even though an analysis 
of the statements which he prepared showed that the concern had 
gofte from bad to worse, and finally into insolvency. This case empha- 
sizes the fact that the “old bookkeeper” had no idea of what we now 
consider “accounting” to be. 

The philosophy of “financial accounting” is ■ the outgrowth of 
double entry bookkeeping. For an understanding of this phase of 
“accounting” it may be well to take the work of Henry R. Hatfield, ~ 
Modern Accounting,^ as the basis for development. He tells us tha^.: 

The essence of accounting is the presentation, first, of a correct exhibit of 
the financial status of the concern at a given moment of time, and, secondly, 

^Economy of Manufacture. 

® Published in 1909, quotations from 1919 printing. 
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a showing of the results obtained during a given period of time. The first is 
embodied in the Balance Sheet; the second in the Income or Profit and Loss 
statement.^ 

This has been called ''proprietorship accounting’^ because so much 
emphasis is laid upon the proprietary interest in the statement. 

This type of accounting proposes to deal with "facts” that have 
taken place. Its great concern is "how” to present correctly these 
facts at any given time and how to keep track of the "facts” during 
the interim in order to "secure the concern against the loss which 
might arise from forgetfulness, carelessness, or dishonesty.” ^ The 
big problem is "how” to set up "properly” the balance sheet. The bal- 
ance sheet is set up in two sections, as follows : 

Goods = Proprietorship® 

The Goods accounts make record of the various items of wealth positive and 
negative, showing all the assets and liabilities. But the other set, consisting of 
the original Proprietorship and the Profit and Loss account, serve to exhibit the 
amount of capital invested at the beginning of the period and the gain or 
loss accruing during that period.*’ 

The question of valuation is a very important one in setting up a 
"proper” balance sheet. Hatfield says of this : 

The three rules of appraisal of general application are: (i) the value to 
be taken in the inventory is not the liquidation value, but that to a going con- 
cern; (2) changes in market value of fixed assets may be ignored; (3) de- 
preciation must always be taken into account.® 

These three rules have been amplified into something like the follow- 
ing: (i) the "inventory” should be valued at "cost” or "market,” 
whichever is lower; (2) other assets should be valued at cost, less a 
"reasonable” allowance for depreciation, depletion, obsolescence, or 
other reserves for deterioration. The above are broad statements of 
a philosophy of valuation. The application of the rules of valuation to 
particular assets, liabilities, and net worth items consumes much of the 
space ^nd energy that Hatfield devotes to accounting. It is beyond the 
scope of this discussion to undertake a detailed statement of the 

^ Ibid.i p. V. 

® Ihid,, p. V. 

® Origin in 1830 attributed to Thomas Jones of New York. 

* Ihid.f p. 9. 

Uhid., p. 83. 
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principles of valuation^ The object has been to state the philosophy 
of Hatfield in a broad way. 

A Second Concept of Accounting. — A second concept and a 
somewhat different philosophy, if we may be allowed to judge in 
point of emphasis, is that of Cole.^ This concept of the function of 
accounting would accept the philosophy of the balance sheet and rela- 
tive profit and loss statement as a part of its work. But in these 
modern days (about 1890-1908) of business trusts and combination.s, 
so narrow a concept of the function of accounting causes many failures. 
It is, therefore, necessary, according to Cole, to : 

. . . distinguish between capital and income. It is quite as important for fiilnro 
guidance to know the comparative profitableness of various enterprises as to 
know their combined earnings or cost.® The average business man does not 
know what things cost him.* 

Emphasis is placed upon the desirability of keeping costs so as to 
obtain unit, departmental, or other divisional results in terms of profits. 
This is an enlarged concept of the function of accounting, a sliift in 
emphasis to meet the needs of business. It should be noted that Cole 
published his work in 1908 and Hatfield in 1909. It should also 
be observed that Hatfield considers the question of cost accounting, 
but it does not occupy such a central place in his “accounting” as costs 
do in the “accounting” to which Cole aspires. 

A further shift in emphasis was brought about by changes in the 
business structure. This concept would acknowledge the usefulness 
of the two foregoing philosophies, but would question the validity 
of so great an emphasis placed upon the “proprietary” interest. In this 
concept of the function of accounting “an attempt has been ma<le to 
state the theory of accounting in terms of the needs and purposes of 
all the equities in the enterprise rather than from the standpoint of 
any particular interest.” ® This emphasis upon the “equities” of the 
business makes a definite attempt to analyze the transactions of a busi- 
ness so that the economic and legal status of those who furnish the 
business with “capital” and “credit” will be set forth clearly. 

From the foregoing and other considerations, it appears that 
“financial accounting” is an outgrowth of double entry bookkeeping 

^See Hatfield, Kester, Cole, Paton, for a fuller discussion. 

*W. M. Cole, Accounts, Their Construction and Interpretation, 1908. 

^ Ihid., p. 3. 

* Ibid., p. I. 

“Paton and Stevenson, Principles of Accounting, 1918, p. 7. 
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and that the other concepts of%ccounting are based to a considerable 
extent upon bookkeeping. How, then, are accounting and bookkeep- 
ing to be distinguished ? Cole says, that : 

. . . perhaps the easiest way of stating the difference between bookkeeping and 
accounting is to say that the purpose of bookkeeping is to show debts, both those 
due by the owner of a business and those due to him, and the purpose of ac- 
counting is to show profits, losses, and valuation. . . . Good accounting will 
show as nearly as possible the cost and the return from every application of 
force and from every change of method — in service, as in mercantile affairs, 
and in transportation, or in production, as in a factory.^ 

This kind of distinction is made by many authors and practicing 
accountants, but it is doubtful if there is any such distinction “except 
in popular parlance.'' ^ 

The interdependence of accounting and bookkeeping may be 
brought out by the definition of accounting given by Paton. He says 
that : 

\ 

Accounting, in a broad sense, is the science which attempts to present and 
classify the statistics of the ^‘properties^' and 'T^'^perty rights^^ in the business 
enterprise. All valuable considerations coming into the possession of a busi- 
ness concern should be accounted for, and the rights which various individuals 
and interests have in the business must be protected. To accomplish this, more 
or less statistical records are usually necessary.® 

The three concepts of the function of “accounting" given above 
have much in common. The great questions they try to answer are : 
(i) How can the assets, liabilities, and net worth of a concern best 
be stated at a given point of time in the past? (2) How are the 
changes in the status of the business to be set forth? (3) What use 
can management make of the data secured from the information 
that may be obtained from past transactions? 

The first question deals with what we have called “financial account- 
ing." The balance sheet is usually defined as a statement which shows 
the financial position of a concern at a given time. It should be stated, 
however, that the balance sheet may be used for other purposes, as 
explained later. The second question may also relate to “financial 
accounting," as it shows some explanation of financial changes. 
Changes in financial position may be obtained by other methods, 
so that the profit and loss statement is of less importance for this 
purpose than the balance sheet. The third question, while important 

^ Ibid., p. 83. 

^Kester, Roy B., Accomifin^j, Theory and Practice, p. v. 

® Paton and Stevenson, Principles of Accounting, p. i. 
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from many points of view, has not betfn in the past considered neces- 
sary for “financial accounting.” Next in point of development to 
“financial accounting” is “cost” or “factory accounting,” to which 
some attention will now be given. 

Cost-Keeping — Cost-keeping began to attract the attention of 
factory managers about fifty years ago. The philosophy underlying 
the development of this concept of the nature and function of cost- 
keeping may be set forth as follows : To find the “cost” of anything, 
all you have to do is to find out the amount (of money) expended for 
labor, materials, and overhead in its production. This type of cost- 
keeping has been dubbed "post-mortem,” because no one knows what 
the “cost” will probably be until “after” the work is complete and the 
cost-keeping department has had time to “figure the cost” by methods 
peculiar to itself. This type of cost-keeping grew up, it seems, with 
the professional accountants as its chief sponsors. 

The cause for the professional accountant’s interest in cost account- 
ing was the necessity for properly stating the value of the inventory. 
In setting up the balance sheet of a manufacturing concern the account- 
ant is faced with the question of “how to value the inventory.” Of 
course the “financial position” of a manufacturing bu.siness cannot 
be known until the value of the inventories is known, other questions 
being eliminated. This caused the accountants much concern. The 
solution to the problem, from the “financial accounting" standjwint, 
was reached by methods especially devised to ascertain the “value” 
of inventories at any given time. Briefly, this method consisted in 
keeping an account — or accounts sometimes — with “labor,” “mate- 
rials,” and "overhead.” When it was desired to “close the books" 
or to determine the financial position” of the firm, the plant was 
usually closed until a list of all goods — “finished,” “in-process,” and 
raw materials was made, and the estimated cost of the labor and 
materials was listed. The factory was then started and the task of 
“placing a value” upon the inventory and “closing the books” was begun 
in earnest. Usually, after a period of one to three or more months, 
depending upon the size of the business and the office force, the man- 
ager was presented with a statement of his “financial condition,” etc. 
The accountant prided himself upon the “actual facts” which he had 
presented to the management. A better insight into the nature of the 
procedure followed by the accountant may be found in Chapter IX. 

Later, the factory manager wished to know the “cost” of individual 
Items. He had to quote prices in advance of manufacture. It was 
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quite logical for the factory manager to seek an "'estimate of cost'' 
from the "head bookkeeper," after he had not succeeded in the task 
himself. Mr. Howard Coonley ^ states that after estimating the direct 
labor and materials, his "ex-thread-counter clerk" and he decided 
that they would add 35 per cent for overhead, but in order to play 
safe, 50 per cent was added. "Rough" estimates were a very general 
practice. After this procedure was followed for a number of years, 
the plant manager who was making little or no profit began to wonder 
why he was not making profits. To locate the trouble a "real" cost 
system was installed by "financial accountants." 'She data secured by 
the "factory cost system" soon "showed" much inefficiency in the 
factory. The plant manager wanted to know of the production man- 
ager why his costs were so high. The plant manager felt that 
the "facts" showed conclusively that the production manager was not 
doing his job properly, but he could not remedy the situation very much. 
The production manager was not satisfied to know that costs were what 
the cost system showed them to be. He deni^ the validity of the state- 
ments of cost, or if he did not do this, he merely ignored them. Out 
of the chaos which this situation created, a different philosophy of 
cost was developed. 

Predetermined Cost. — The philosophy of predetermined costs 
may be characterized by the expression "standard costs." If costs are 
to be of "real value" to administrators and managers, an appraisal or 
predetermination of what things "should cost" must be made. By such 
a predetermination standard costs may be set. To make standard costs 
effective the following should be observed : As the work progresses, 
if "possible," and soon after completion of the work, the results 
must be known. • Such results must be in terms of the estimate and 
the reasons for variation stated. 

There are three men who have been instrumental in developing 
the philosophy and some of the ways and the means of standard costs. 
They are : Harrington Emerson, H. L. Gantt, and G. Charter Har- 
rison. A brief reference will be made to each of these authors.^ 

Emerson^ approached the question of records from a strictly engi- 
neering viewpoint. His sixth principle of efficiency is: "Reliable, 
immediate, adequate, and permanent records." He says : 

^President, The Walworth Manufacturing Company, Yearbook, National Asso- 
ciation of Cost Accountants, 1926, p. 30. 

® It should be said that F. W. Taylor greatly influenced each of these writers with 
his philosophy of cost accounting. 

® Twelve Prmciples of Efficiency f 1911. 
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The object of records is to annihilate time, to bring back the past, to look 
into the future, to annihilate space.’’ In the great industrial plants one know.s 
not ’whether to marvel most at the absence of reliable, immediate, and accuiate 
records, or at the superabundance of permanent records, collected u ith pains- 
taking and at great expense, but neither reliable, immediate, nor adecpiate.' 

The fault which he finds with the “cost records” is that they are 
mere “financial” histories without much use in the future conduct of 
the business. What he was most interested in was how to use the 
records to better plant operations; so he advocated the setting of 
“standard costs,” ^gainst which he measured “actual co.st,” and by 
dividing the latter into the former the efficiency in operation could 
be found. 

This process is carried on so as to obtain the following : 


Items Standard Actual Kjjiciency in 

Quantity Price Quantity Priie Quantity Prite 

Material weight $ weight $ H 

Wage time hours $ hours $ * v 

Amount of wages ^ 1 ^ v 

Time for equipment . ... “ $ $ Uj Uj 


From the information obtained by this sort of cost analysis, it is 
possible to develop cost formulaj. This procedure was a great 
improvement in cost philosophy and procedure but not a conifjlete 
step, as will appear later, because it did not set forth clearly the *Tauses^' 
for variation, and ^'tie-in'' the general books and records. 

Mr. Gantt® was probably a better critic of ‘‘cost accounting*’ than 
any previous writer. A few quotations from his published work will 
throw some light upon his philosophy and methods. After stating that 
the cost systems installed by professional accountants were for the use 
of financiers and that they gave little usable information to the factory, 
he says : 

One of the prime functions of cost-keeping is to enable the superintcncient 
to know whether or not he is doing the work he is responsible for as eco* 
-nomically as possible, a function which is ignored in the majority of cost 
systems now in general use.’^ 

In commenting upon the Uriited States as an industrial nation, 
Gantt lamented the fact that we lacked “complete knowledge of the 
principles on which successful industry is based. Too many of our 

^ p. 206. 

^ 3 ^d., p. 208. 

® H. L. Gantt, Organisation for Worh 

\lbid., p, 32. 
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enterprises are still founded upon what has been done rather than 
on what can be done. The real industrial leader must be guided by 
future possibilities rather than past performances.’’ This last sentence 
is the key to Gantt’s philosophy of cost accounting. He wanted to 
know what ^^could” be done, but his greatest contribution to cost 
accounting was possibly the showing of ''causes” for variation between 
what "should be” and what "is.” Cost records to him were an abomi- 
nation if they did not show "why” costs varied, and this should be 
done so as to show the factory manager the causes for variation in 
order that he may make "actual cost” equal to Mie "standard cost.” 
To him records were of more value in the conduct of a business than 
mere "financial histories” that did not speak the truth. To him, records 
were to be used to help solve the problems first hand. They were to 
be used to point out the real weaknesses in a given situation and to 
offer constructive criticism in the solution of certain management 
problems. This philosophy, while important in connection with fac- 
tory cost-keeping, finds much wider application. It will occupy a very 
prominent part in this book, and in the development of the science of 
management and the art of management based upon that science. 

Another great contribution of Gantt to cost accounting is to be 
found in his concept of "overhead distribution.” ^ The professional 
accountant had developed methods of "overhead distribution” which 
appeared absurd to Gantt. No "cost,” the accountants held, could be 
stated until after the books had been duly closed. The "overhead” 
could then be "distributed” and "individual costs” could be found. The 
methods of "distributing overhead” usually gave no consideration to 
factory operating conditions. Even when the accountant undertook 
to compute costs before "overhead” was "exactly” known, he did it 
on a flat percentage basis, or some other basis often equally as unsatis- 
factory to the engineer. 

The accountants’ method of "distributing overhead” was repulsive 
to the engineering type of mind. Gantt distributed "burden” or "over- 
head costs” on a "normal capacity” basis. If the plant was operating 
below capacity he reduced prices in order to get orders, but if the 
plant was operating at capacity he raised prices. This was done by 
varying the "overhead distribution” to jobs on the basis of different 
operating conditions. This concept of overhead distribution has 

^Mr. Carl G. Barth in the December, 1926, meetings of the Taylor Society said 
that Taylor used this method of expense distribution, but Taylor did not write 
anything about cost-keeping. Atkins, in his Cost Accounting for Executives, says 
that Taylor distributed overhead on the basis of direct labor. 
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become prominent and has been advocated by some writers who other- 
wise favor “post-mortem” cost accounting. 

Jt seemed quite logical that the accountants would evethually be 
influenced by this cost philosophy of the engineers. Mr. I larrison ^ was 
so influenced and undertook to adopt it to “cost accounting to aid pro- 
duction.” The engineers had no training in bookkeeping and “financial 
accounting” methods. No attempt had been made to tie-in the factory 
cost system with financial books. This led to records that had no cross- 
purpose. Speaking from a cost-accounting standpoint, the manufac- 
turer was subjected'to “one of three masters”: (i) He was stibjcctcd 
to a cost system which was based upon the then professional account- 
ants’ concept, (2) or upon that of the engineer, (3) or upon that of 
the large majority of manufacturers who had none. Mr. Harrison 
worked out means and methods by which the engineer’s concept of the 
function of cost accounting could be embodied in the general account- 
ing records of the manufacturer. It now appears that the engineer’s 
concept of cost accounting is to supersede that of the professional 
accountant who approached the subject from the “financial accounting” 
point of view. 

An extended analysis of the function, design, and use of cost 
accounting procedure is to be found in Chapters IX, X, and XL 

Public and Private Accounting. — The development of account- 
ing concepts, and ways and means of rendering service, has been along 
two main lines of thought which are indicated below. The “public 
accountant,” in quest of a “true” statement of the financial condition 
of a manufacturing business, developed a concept of cost account- 
ing which fitted into his philosophy of accounting. A body of literature 
has been built up around this philosophy, and today the “professional 
accountant” is recognized in several capacities by many business men. 
The philosophy of the “public accountant” has been built up by 
writers who are recognized by the “public accountants.” “Financial 
accounting” and “cost accounting” to them are phases of a larger 
subject which they prefer to call “accounting.” Due to the character, 
concept, and the use to which all kinds of “accounting” information may 
be put, it seems quite essential that we recognize two separate and 
distinct divisions in accounting work. These divisions may be stated 
briefly, as follows: 

(i) The concept of accounting from the public accountant’s 
point of view. 

‘ G, C. ^rrison, Cost Accoimting to Aid Production, 1921. 
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(2) The concept of accounting from the private accountants 
point of view. 

These concepts are treated below. 

Functions of Public Accountant. — The types of services ren- 
dered by public accountants, based upon their philosophy of account- 
ing, may be divided into the following classes of services : 

( 1 ) Auditing service. 

(a) Cash audits. 

(b) Balance sheet audits. 

(c) Detailed audits. 

(2) Investigation service for: 

(a) Purchase and sale of businesses. 

(b) Reorganization and consolidations. 

(c) Issuance of securities, new and old. 

(d) Credit purposes. 

(e) Income tax service. 

(3) System work, costs, and financial, etc. 

(4) Consulting service, generally confined to some branch of 
the above services. 

The development of this phase of accounting service may be obtained 
from any of the standard works on the various subjects. This treatise 
will confine itself to some phases of the function of private accounting. 

Before proceeding farther, it might be well to say a few words in 
explanation of the division of “accounting” into two phases ; public and 
private. Because of the nature of the work and the chance to render 
specific services, private and public accounting has each developed 
along lines which best met its own needs. This division would appear 
to be fairly definitely fixed.^ The public accountant “is not a prophet” 
and he has many limitations that need not hamper the private account- 
ant. The public accountant prefers to deal with “accomplished facts” 
and leave the “interpretation” of these “facts” to some one else. The 
private accountant, in his quest for information and its “proper inter- 
pretation,” need not stop short of his goal because of limitations 
placed upon his work. This, briefly, is the very vital reason for dis- 
tinguishing private and public accounting. 

The Function of Private Accounting. — There should be no cause 
for surprise, in the light of the foregoing, to find that there are quite 
‘See Journal of Accountancy, Vol. 39, No. 4 and No. S, et al. 
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varied notions as to the nature and scope of “private accounting?. ” 
Some of these appear below : 

Mr. Bliss/ in listing the services of the inchivStrial accountant 
attached to an organization (private accountant), gives the following: 

(1) ’The development of a proper system and classification of accounts, 
making such changes and improvements as appear advisable from time 
to time. 

(2) The operation of the accounting procedure; that is, direction of the 
accounting forces and work in such manner that appropriate reports 
and statistics *are produced. 

(3) Conveying to the management and operating forces, statistics an<l 
information developed from accounts, in such shape that tliey may be 
most conveniently and effectively used. 

A close examination of this concept of the function of one phase of 
private accounting reveals that it deals with the '^professional accoutit- 
ants^ aspect of industrial accounting. It limits itself to the recording 
of past transactions and to making reports therefrom. ?>riefly, it refers 
to the following: (i) the recording of past transactions in a way that 
balance sheets, post-mortem cost reports, and "statistical data’' based 
thereon, may be secured; (2) the transmission of this information to 
management; and (3) the general function of bookkeeping. 

Mr. McKinsey,^ after reviewing the progress of "private account- 
ing" in large organizations, says that he thinks that "accounting" shoulcl 
cover the functions of the controller. "It is impossible," he says, "to 
state definitely what the duties of a controller should be.^ It is my 
opinion that typically he should have jurisdiction over accounting, budg- 
eting, statistics, methods and standards, and organization problems. 
In some corporations the controller has a separate division in his office 
responsible for the administration of each of the foregoing groups of 
activities.' This concept of the function of accounting places private 
accounting in a different category from public accounting. From a 
knowledge of something of the history of the development of public 
accounting it may be said that if the public accountants ever undertake 
to perform services in these fields the development certainly will not 
be true to type. Some few public accountants are, however, spending 
much of their time and energy in two or more of the above-named 
fields which have been shown as functions of the controller. Some 

^ J. H. Bliss, Management Through Accounts^ 1924, p. 10. 

* J. O. McKinsey, Management Engineer, 

^Journal of Accountancy, Vol. 39, No. 4. 
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progress has been made in each field, but it is beyond the scope of this 
chapter to consider its nature and extent. 

In view of the nature and function of management presented in 
Chapter I, and in view of the statements of the nature and concepts 
of accounting revealed in this chapter, it seems necessary to formulate 
a concept of accounting which will bring the philosophy of accounting 
into conformity with the philosophy back of the science of manage- 
ment, and the philosophy of ''modern management.’’ 

Modern Management. — The application of the scientific method 
to management problems has evolved what may he called "the science 
of management.” “Modern management” makes use of the sciences, 
the arts, and philosophy. It is not the purpose here to state just what 
"modern management” is, if it could be stated. It will probably prove 
true that "modern management” will continue to adjust itself to new 
conditions and situations. There are, it would appear, many basic facts 
which will not change. Under any form of "government” it is difficult 
to see how large-scale production could survive without the "control” 
of "authority” and "responsibility.” Some of the methods of "con- 
trol” will undoubtedly change, but it is incredible to think that there 
will "ever” be a time when records will not be necessary for control. 
If accounting is to serve its highest purpose, it should be of definite 
assistance to "management” in the "control” of the business enter- 
prise. It is in this larger sense that the word "accounting” is to be 
employed in this treatise. 

Accounting for Management Control. — In the analysis of the 
different concepts of accounting it may be observed that a considerable 
amount of the development in thought along accounting lines can be 
used for the purpose of control. The extension of Gantt’s conception 
of costs to the other phases of "control” goes far in the proper direc- 
tion. To bring the philosophy of accounting into agreement with the 
philosophy of management control it is necessary to state the accounts 
in terms of standards, accomplishments, and causes for variation. All 
of these should be in terms of a definite organization. The causes for 
variation should be properly analyzed and interpreted. Authority and 
responsibility should be placed and efficiency determined. To carry 
out this concept of accounting in practice, ways and means must be 
provided to make the various phases of it properly function. 

The Purposes of the Present Work. — The specific purposes of 
the present work are as follows : 
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1. To set forth a concept of accounting which may serve manage- 

ment as the basis for ''control/' 

2. To discuss ways and means of setting up certain standards in 

business by which performance may be directed and appraised, 
and control of a business may be secured. 

3. To discuss ways and means of keeping account of certain busi- 

ness accomplishments in terms of standards. 

4. To discuss ways and means for accomplishing the following: 

(a) To determine causes for variation between standards 

ancJ actual accomplishment. 

(b) To analyze the causes of variation and interpret them 

so as to place effectively responsibility and authority 
for performance. 

(c) To show how efficiency may be effectively determined 

for management use. 

5. To discuss certain organization methods and procedure for the 

business enterprise, and to show how authority and responsi- 
bility may be effectively placed for purposes of control. 



CHAPTER III 


ORGANIZATION FOR MANAGEMENT CONTROL 

Business Organization. — The question of proper organization 
for most effective administrative and management control is a ques- 
tion which gains momentum in a given enterprise as that enterprise 
increases in size. The growth in the size of business enterprises in the 
last twenty-five years has brought with it many perplexing problems 
of organization. Business organization is of two chief types, as 
follows : 

(a) Legal. Corporations, partnerships, proprietorships, etc. 

(b) Internal. Organization within the business. 

Legal Organization. — The legal phase of the organization prob- 
lem still continues to be an important problem. Some of our large 
corporations operate in a large number of states and foreign countries. 
On account of legal restrictions and regulations, it is often necessary 
for a sizable concern to have many subsidiary corporations to carry 
on the actual operations of the business. For example, the Bethlehem 
Steel Corporation at December 31, 1925, had 54 subsidiary corpora- 
tions, located as follows : Pennsylvania, 24 ; Delaware, 9 ; Maryland, 
5 ; Michigan, 4 ; New Jersey, 3 ; New York, 3 ; Massachusetts, 2 ; Wis- 
consin, California, West Virginia, and Mexico, i each. More striking 
examples could be found, but the problem is of the same character. 

While the question of legal organization is a very important one 
in the conduct of a business enterprise, it is not a problem which deals 
so directly with internal control as does the problem of internal organi- 
zation. Legal control and internal control are, in many respects, insep- 
arable.' Internal control is dependent upon legal control for authority 
to carry out the purposes of a business. 

Internal Organization. — The problem of internal organization 
has to do with the division of the work of a business so that human 
beings can carry out effectively the work of the enterprise. It has 
long been recognized that there is much ‘economy in the division of 
labor. The. chief difficulty in the application of this general principle 
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has been to find out how far the division of labor could be carried 
with profit. It is doubtful if any sizable business makes as good use of 
the division of labor as it mig'ht profitably make. Some phases of the 
work are well taken care of, but others which might yield a profitable 
return are neglected for want of constructive thought and planning. 

In recent years much has been said about waste in industry. I he 
management of industrial and of commercial enterprises has been 
severely indicted for waste due to causes over which they have con- 
trol. The “Hoover Committee on Waste Elimination’’ made, what 
appeared to many Tnanagers, a startling report on responsil)ility for 
waste. A summary of this report appears in Table i. In each indus- 
try, concerns were rated high by the assayer, but the majority of them 


TABLE I 

Hoover Committee Report on Waste Elimination 


Industry 

No. Concerns 
assayed 

1 Responsibility assayed against 

Management 

Labor 

Out skit, t 

Men’s clothing mfg.. . 

9 

75% 

16% 

9% 

Building industry . . . 

73 

65 

21 

14 

Printing 

6 

63 

28 

9 

Boot & shoe mfg 

8 

73 

n 

16 

Metal trades 

17 

81 

9 

10 

Textile mfg 

13 

50 

10 

40 


did not secure a rating of more than one-half of the best-managed 
concerns. It seems quite probable that a large percentage of the waste 
attributed to management may be accounted for by management's 
neglect to extend intelligently the division of labor to its own job as 
fast as the division and specialization of labor has been carried on in 
manufacture, etc. The chief executive too often takes the position 
that he should select certain executives and put it up to them to get 
results. Truly, this seems an easy way out of the difficulty, and inci- 
dentally one not requiring much mental ability, but the consequences 
are not always what the executive expects. There are many causes 
for waste over which no one but the chief executive has any adequate 
control. If the chief executive does not accept his own responsibility 
he should not expect others to accept theirs, and the chances are that 
best results will not be secured. A fuller discussion of the duties and 
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responsibilities of the various executives appear in several chapters 
dealing with this subject. 

Types o£ Internal Organization. — During the last thirty years 
writers have come to recognize quite different types of internal organi- 
zation. Some of these types will be briefly discussed because of their 
bearing upon the subject of organization for control. 

Line Organization. — This is the oldest known form of business 
organization. It is the type of business organization most predominant 
today in small concerns. The manager of most comparatively small 
enterprises today performs a multitude of duties^ buying, selling, 
financing, hiring, training, advertising, and all the other functions of 
the business. If the business is successful, the general manager will not 
be able to perform all the major functions of the business, so that he 
may find it necessary to hire a production manager and a sales manager 
to perform these functions in accordance with his directions. The 
sales manager and the production manager may perform all the duties 
entrusted to them or they may hire others to carry out instructions. 
This may be carried on as far as desired, so that we have a “line"’ 
of authority and responsibility running from the 'hop’' to the "bottom” 
of the business. The chief executive in the line form of organization 
usually exerts a direct influence throughout the organization, if it is 
possible for him to do so. Much of his time and attention is directed 
toward the solution of problems in which he may have a special, or a 
hobby interest. For example, if the chief executive feels himself 
sufficiently posted on factory methods and procedure, he may spend a 
good portion of his time in the plant, and the plant manager may find it 
quite politic to welcome all suggestions, good or bad, and be often 
solicitous of opinion as to the best way to handle a given situation. 
The strength of this type of organization is its greatest weakness. It 
is strong when a strong chief executive is properly supported by equally 
able sub-executives, and the technical knowledge required to run the 
business is not beyond their powers and their training. It is weak when 
the technical knowledge and training which is required in most lines 
of business is greater than line men may reasonably be expected to 
possess. At this stage of development in an organization a change 
in the form of organization is required for most effective results to 
be secured. This change is often made by the addition of staff men 
to the organization. The organization then becomes line and staff. 

Line and Staff. — The chief difference between the line, and the 
line-and-staff form of organization is that the latter form of organi- 
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zation makes use of technicians. The technicians find the facts upon 
which line men are to base certain decisions. The type of work done 
by the technicians depends upon the particular conditions of each 
concern. In the dairy business, for example, the chief executive would 
soon realize the absolute need for a chemist. Before the dairy business 
proceeded on an extensive scale, the necessity would be felt for the 
services and the advice of doctors (medical and veterinary), lawyers, 
bacteriologists, dietitians, engineers, accountants, and a great number 
of other technicians. There is a distinction between a staff man and 
a man who perforfhs a staff function. The chemist and the bacteriolo- 
gist may find enough work to do so that it would be more advantageous 
to employ them at regular salaries than to employ them by any other 
method. The technician who works for a salary is called a staff man ; 
he performs a staff function. The technician who secures fees for his 
services performs a staff function ; he is not, however, a staff man. 

The staff function, in the true line-and-staff form of organization, 
is an advisory function. The staff secures certain facts upon which 
the line men act, if they choose to do so. When the staff man has 
rendered his report, if no further explanation is requested by the line 
men, the staff man has fulfilled his responsibility. If the management 
likes to be “sold” on facts before any action is taken on them, the 
staff man will find it necessary to perform other than true staff func- 
tions in order to justify his services in the eyes of the management. 
The management wants ideas and facts that can be used advantageously, 
and they not infrequently have to be “sold” ideas and facts before they 
put them into use. Possibly the most serious weakness of the line-and- 
staff form of organization is that line men frequently “pigeon-hole” 
as impracticable the ideas and facts developed by staff men. For 
various reasons the line men have not been **sold” j consequently noth- 
ing beneficial to the concern comes of the expended effort. The staff, 
however, seems to get enough of its work recognized to make the line- 
and-staff form of organization a very important form of organization 
at the present time. 

Functional Form of Organization.— Frederick W. Taylor^ has 
been recognized as the originator of this type of organization. The 
idea back of this form of organization is that of dividing the work Of 
management so that the advantages of the division of labor may be 
effectively secured. Taylor, for example, in the organization of a 
machine shop, advocated a form of organization that may be repre- 
^Shop Management. 
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sented by Figure 2. The management job was broken down so that 
it was possible to find “foremen” who could perform one major func- 
tion but who might never be skilled in eight major functions. The 
development in the specialization of management functions was in 
agreement with the division of labor in other fields, and has been used 
effectively in all forms of internal organization. 

There has been much criticism of “functional” management because 
the workers have to come in contact with so many bosses and because 



WORKMEN 

Figure 2. Functional Organization. 

the “overhead” expense is higher than under the line form of organi- 
zation. The latter criticism has been made by those who consider 
“overhead” as an “unproductive” expense, and an expense that is to 
be tolerated only to a very minor extent. This, however, is not a valid 
criticism because specialization of jobs, within certain limits, ’ makes 
possible greater economy in production than can be secured by methods 
which do not adequately consider this principle in organization. The 
criticism that the men have to come into contact with too many bosses 
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is largely a matter of preference and without much regard to the 
quality of the service. One might say that he thought it much hcttci 
to have a general-practice physician than eight or more speciali.st.s to 
attend his needs. If, however, he is particulai as to the quality (jf 
service, he will call on the dentist to repair or pull his teeth , the ostcf»- 
path to treat his colds; the various specialists in surgery to operate on 
him ; and so on. It would appear from what is known of the multi- 
plicity of things that takes place in a machine shop, for example, that 
it is just as likely that the general-practice physician could give <iualit y 
service in the treatment of human ailments as the general foremen 
could give quality service in the management of a machine shop. In 
either case, the services might be satisfactory to the recipient. It would 
be hard for one who has been accustomed to receiving specialized 
services in management to adjust himself to general services of iium- 
agement. If the savings that can be effected by this division of other 
than management labor are to be increased and maintained, there 
must be a corresponding division in management labor. It is not con- 
tended that the ratio of increase in each group should remain the same ; 
it will probably have to be increased in the management field. 

Departmental Organization. — The departmental type of organi- 
zation is a hybrid of the line and the functional form of organization. 
The manager of a growing concern is soon faced with the necessity 
of having others assist him in managing the concern. One way to do 
this is to assign to others independent portions of the work and expect 
“satisfactory” performance from them. The department store is a 
good illustration of departmental organization. Some large depart- 
ment stores have hundreds of “departments.” If the .store were 
organized along strictly departmental lines, it would appear as if a 
large number of separate concerns were brought together under tlie 
same roof. Such an arrangement would be uneconomical and for that 
reason organization is along functional lines. Ordinarily the func- 
tions are, centralized in four main divisions, as follows : ( i ) mer- 

chandising; (2) publicity; (3) store management; (4) controlling. 
The department store gets its name not from the internal manage- 
ment organization but from the method of classifying merchandise. 
Most businesses of the so-called “departmental type” of organization 
are not true to type. Usually they have certain classes of operating 
functions performed in “departments,” but the internal management 
organization is far from the departmental type. Few businesses are 
organized true to any particular type of internal organization. 
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Some illustrations of the way in which businesses are organized will 
erve as a basis for further develoiDment. 

The Walworth Manufacturing Company Organization. — The 
rganization chart of the Walworth Manufacturing Company is shown 
a Figure 3, The line executives are: (i) president; (2) treasurer; 
3) secretary; (4) vice president in charge of production; (5) vice 
iresident in charge of sales. The heads of the staff sections are : 
T) assistant to the president; (2) head of the planning and statistical 


organization 

OF 

WALWORTH MANUFACTURING COMPANY 



sections i (3) vice president in charge of engineering; (4) vice presi- 
dent in charge of administration; (5) general office manager; (6) 
general purchasing agent; (7) general auditor. These line-and-staff 
men are in charge of certain “departmental” organizations through 
which the business of the corporation is carried on. The “standard 
practice instructions” sets forth the duties of each line-and-staff man, 
together with the duties of each member of the organization. The 
advisory committee serves as a coordinating body for the entire 
organization. Mr. Barber ^ says of the organization : 

‘Bulletin of the Taylor Society, Vol. IX, No. 3, p. 112. 
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F%iire 4* Organizatlcm Chart of R. H. Macy & Co. (See Biilletm of the Taylor Society, Vol. X. Ko. 4.) 
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The initial step leading up to the organization of the company in this man- 
ner had a very definite aim in view. It was to enable the company to take the 
next step, namely, to devise an accounting system which should hold each 
executive financially responsible for all the activities within his jurisdiction. 
The accounting arrangements, as they are now set up, make it possible for 
each production and sales unit executive to receive, promptly after the close 
of each month and covering his unit only, a profit and loss statement, a bal- 
ance sheet, and a detailed expense analysis. Each subordinate executive receives 
a detailed expense analysis embodying the month’s charges against him for all 
items of expense which the existence of his section incurs. This close coordi- 
nation of accounting with the simple lines of organization we consider essential 
for the desired ultimate statistical control. ^ 

The planning, the performance, and the recording of results are 
separated in this organization. Staff members compute what results 
should be obtained in the future, and with the president's approval of 
the plan, the operating departments strive toward the goal. The 
accounting department shows the results obtained in performance. 

The R. H. Macy & Company Organization. — The organization 
chart of R. H. Macy & Co., department store, is shown in Figure 4. 
All of the functions of the business are grouped under four main 
divisions, as follows: (i) merchandise; (2) general management; 
(3) finance; (4) publicity. There is an advisory council, a board of 
operations, and a planning department. 

A feature of this organization chart which deserves some attention 
is that of the planning department, which is shown as a staff function 
and which is subject to the control of the board of operations, a com- 
mittee. A more recent organization chart of the controller’s division 
shows that he has control over all functions necessary for the control 
of the enterprise, while the planning department does specialized 
research for the organization as a whole. 

The Joseph & Feiss Company Organization.~The organiza- 
tion chart of Joseph & Feiss Co., manufacturers of clothing, is shown 
in Figure 5. There are four main divisions in this organization, as 
follows: (i) finance; (2) purchases; (3) manufacturing; (4) sales. 
The main purpose in setting up the organization chart as it is here set 
up, is to have an organization classification which will fit in, with the 
cost-accounting system and determine the overhead expenses. This 
chart does not show expenditures for direct labor and materials. The 
chart shows that the accounts are in terms of the organization. Expen- 
ditures are analyzed a step farther than the chart shows so as to show 
salaries, wages, supplies, etc. Mr. Keppele Hall, in a letter, says: 



Board of Directors 
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Vou will see that this permits of the summation of all expenses in every 
division, in every service, in every group, in every department; and these in 
turn are distributed over the product in arriving at its cost. 

Much could be written about this chart, but it speaks well for itself and 
it can be understood readily. 

General Motors Organization. — In a large and widely distrib- 
uted organization some serious questions arise as to methods of placing 



Figure 6. Organization Chart of the General Motors Corporation, 
and controlling authority and responsibility. The organization chart 
of the General Motors Corporation is shown in Figure 6. The board 
of directors is served by two committees: (i) the finance committee 
and ( 2 ) the executive committee. The president is chairman of the 
executive committee, as well as active manager of the corporation’s 
affairs. The chairman of the finance committee holds the title of vice 
president. He formulates the financial policy of the corporation and 
is in charge of the financial staff. The president has line control over 
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the vice president in charge of finance, but each is chairman of an 
important committee which is appointed by the board of directors. 
The president has a staif to assist in certain functions not performed 
by^ other members of the organization. 

In the performance of the work of the corporation the president 
is assisted by several major vice presidents of General Motors who 
are in charge of the following; (i) general finance; (2) acceptances; 
(3) accessories group; (4) affiliated group; (5) export group; (6) 
car and truck group; (7) advisory. In order to make the experience 
of various corpojations available to the group, some committee.s have 
been organized for the purpose of recording experience and putting it 
in a usable form. The chart shows five such committees. Most large 
corporations find it very advantageous to have a proper organization 
to record experience and make the experience, good or bad, available. 
If this were not properly done, much time, effort, and money woukl 
be wasted in making the mistakes that others have made. If good and 
bad experiences of others are made available to executives, when and 
where they require them, there is little excuse for the corporation 
having to bear more than once the expense of finding out “how” to 
do or “how not” to do a specific thing. By the proper recording of 
experience it is easy to understand how an adequately trained research 
worker could discover principles that would make the science of man- 
agement an exceedingly valuable guide to the art of management. 

In the management of a large affiliated group of corporations like 
the General Motors Corporation, the president must rely upon mana- 
gers who can control certain broad functions of the corporate activities 
and yet have the actual responsibility for carrying out operations left 
to the executives who are near the scene of action. The vice president 
in charge of the accessory group is an example of this principle of 
organization. He is a specialist of a certain type of management 
specialists, who in turn are specialists of other management specialists. 
The General Motors form of organization brings out the use to which 
committees can be effectively used. Much more could be said about 
this form of organization if space permitted. 

The Corona Typewriter Company.— There are a number of con- 
cerns m this country that make and sell to consumers specialized prod- 
ucts, such as: adding and computing machines, typewriters, sewing 
mchines, washing machines, vacuum cleaners, etc. The organization 
;:^rt of the Corona Typewriter Company (Figure 7) may be used 
■l^rillustrate the manufacturing function of a “one product” company. 
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The works manager is the exectttive head of the manufacturing phase 
of the company’s work. The purchasing department and the employ- 
ment department are two major functions which are under the direc- 
tion of the general manager or the chief executive, and upon which 
the works manager relies for certain services. In the operation of 
the plant the works manager is served by two committees : the factory 
advisory committee and the supervision and department head confer- 
ences. Through these committees, the works manager is enabled to 
have presented information of interest to the severaljmembers of each 
committee, and to get their reactions and criticisms. 



The work of the factory has been divided along broad functional 
lines into the following : ( i ) works engineer, in charge of the build- 

ings and power; (2) production equipment engineer, in charge of the 
equipment, the tools, and their services; (3) planning engineer, in 
charge of methods, stores, routing, internal transportation ; (4) parts 
manufacture and assembly supervisor, in charge of manufacture and 
assembly of machines; (5) head parts inspector, in charge of inspect- 
ing raw materials, in-process parts and finished parts; (6) head assem- 
blies inspector, in charge of the inspection of assembled parts, final 
inspector after assembly is completed, and final inspector of machines 
before leaving storerooms. 
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The general features of the work to be done in specialized plants 
is not essentially different from the work done in other ty]')es of manu- 
facturing businesses. The only difference seems to be in the magni- 
tude, kind, and quality of the work to be done. In a plant which 
manufactures a specialized product the division of labor and the sjie- 
cialization of machinery can be more effectively used than where 
several products have to be made. For this reason the manufacturer 
of a varied line of grades and classes of products finds it necessary 
to lay out and route work so that many of the economies of mass 
production are oBtained. This has often resulted in having to rear- 
range the whole layout of a group of factories. It has also resulted 
in having to: (i) standardize products, (2) simplify products, and 
(3) abandon products. After the necessary changes have taken place 
the functions of management are the same as before, but the division 
of the management task may not be the same as it was formerly. 

The Dennison Organization^ — The organizatif)n chart of the 
Dennison Manufacturing Company is shown in Figure 8a. 1 'hc place 
of the merchandise managers in the organization is noteworthy. These 
managers not only select the goods to be sold but determine production. 
The general sales managers have control over salesmen, but the pricing 
of commodities and the determination of quantities to be sokl are 
functions of the merchandise managers. Thus, the merchandi.se man- 
agers may give their whole attention to merchandising, without having 
to deal with problems connected with sales personnel and other prob- 
lems not necessary for merchandise control. 

The company operates some retail stores for the purpose of keeping 
in direct contact with the consumer. Salesmen and sales managers are 
also encouraged to offer suggestions for new products and new uses 
for old products. The merchandise managers have in mind a number 
of new products which are not released until they are needed to keep 
the plant operating at capacity. 

Sales Organization. — The profitable disposition of goods is often 
a greater problem than is the problem of procurement. Many manu- 
facturers have found that the production of their plants was greater 
than could be sold at profitable prices through the sales channels 
employed. This necessitated new marketing methods. The question 
of sales organization methods and control, under the new conditions, 
are of first importance. Many different methods have been applied 

voiVn! “Usrote 
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to the sales organization problem. Two prominent corporations have, 
after several years of study, decided that the proper type of sales 
organization is the one that is capable of being centrally controlled. 
The Dennison Manufacturing Company changed from a decentralized 
to a centralized form of control. The Burroughs Adding Machine 
Company changed from indirect control to direct control Figure 8 
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Figure 8a. O'-'rrt-VrtV- rf the Dennison Manufacturing Company. (Repro- 

ii. ■ ’ the Taylor Society, Vol. VII, p. 230.) 



SALESMEN 

Figure 8. Centralized Control Organization Chart. 

shows the line of control in an organization which is centrally con- 
ti-olled. Branch offices are maintained in various cities and certain 
territory is covered by representatives of each branch. This kind of 
organization is well adapted to many lines of business. Figure 9 
shows a form of organization where the line of control is direct. The 
general sales manager, with the assistance of a staff, is in direct control 
of every salesman in the organization. Each salesman has a definite 
territory. This type of organization may be effectively used in the 
marketing of some specialized products. Where the volume of work 
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is great, however, the general sales manager may find it difticiilt to 
direct properly the work of so many salesmen scattered over wSitch a 
wide territory. Where direct control is not practical, the centralized 
method of control has been found to be effective, if properly used. 

Interdependence of Functions. — One of the most important 
principles of business organization is to organize the business so that 
the interdependence of functions will be the most effective. This prin- 
ciple of organization is based upon the principle of the division of 
labor. The important question is ^'how'’ to divide labor as to make 
results most effe(?tive. In many cases this question can be scientifically 
determined. From the formulae which may be developed to determine 
the profitableness of the specialization of certain labor, it would be 
possible to determine the approximate effectiveness of any given 
division of labor. 

The functions of a business are interdependent and should be held 

GENERAL 
SALES MANAGER 


AiiAAiAiAA.51. 

VARIOUS SALESMEN UNDER DIRECTION OF 
GENERAL SALES MANAGER 

Figure 9. Direct Control Organization Chart. 

in proper perspective each toward the other. Executives and employee.s 
are often prone to overemphasize the importance of their own work. 
Authors, too, do not always make an effort to keep a proper perspective, 
the consequence of which is that many readers fall into the same 
error. One does not have to talk very long to some executives 
in business before he finds that, in the mind of those executives, the 
accounting department is ^^unproductive” and, for the most part, 
unnecessary. In such cases this is undoubtedly true, not because the 
function of accounting is not important, but because the useful services 
of the accounting function were not “sold” and “delivered” to those 
executives. Such misunderstanding of the interdependence of func- 
tions is a very serious question in most business organizations of any 
considerable size. As a consequence, incredible losses frequently occur, 
and the possible achievement falls short in attainment for the lack of 
services which some other function might furnish, if requested to do 
,§o. The truth and the importance of these remarks, if not apparent 
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lo the reader, will be made more apparent in later chapters. (See, for 
example, Chapter XL) 

In the conduct of a business enterprise a constant effort should be 
made to lead the executives and the employees to see the necessity for 
the conduct of the business as a whole. The business cannot be con- 



Figure 10. The Scales Show the Location of the Accounting Function 
in the Organization. 


ducted as a whole unless the perspective of each executive and each 
employee is such that services of an interdependent whole can be 
effectively used to carry on the business. The purpose of accountiilg, 
among other things, is to serve as an aid to management in the con- 
duct of a business as a whole, and unless accounting does so serve 
management it is not accomplishing its highest purpose. 

Accounting Function in the Organization. — ^The content of the 
present chapter up to this point has been designed to show the general 
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features of internal business organization. Attention will now be 
directed to the special function of accounting. If the accounting func- 
tion is to serve a business commensurate with its potentiality, the 
organization should be so designed as to make this possible. In Figure 
10 the accounting function is shown figuratively as a series of scales. 
The stockholders ''weigh’’ the directors, who in turn "weigh” the presi- 
dent The president weighs finance, which in turn weighs procure- 
ment, marketing, and personnel. The business is weighed in the 
"accounting balances,” and so is each constituent part. A falling off 
in the "weight” of any function may be reflected in each set of scales 
above that function. If each function be designed to "weigh” a cer- 
tain amount, then the total "weight” may be determined. When the 
actual "weight” of each function is measured by the scales, it will be 
known how close the actual "weight” is to the predetermined 
"weight” Any variation between predetermined and actual weight 
may be analyzed and the causes for variation in weight determined. 
The above figurative visualization of the accounting function, in many 
respects true, requires fuller explanation. 

The work of the accounting function is performed by certain means 
and in certain ways. Work is customarily measured in units of one 
kind or another. The work of a business is generally measured in 
terms of a medium of exchange. One of the functions of accounting 
is to measure the work of a business and make the results knenvu 
in terms of a standard, which, in many cases, must be in terms of finan- 
cial standards. In order that a business may succeed in a financial wav, 
certain financial standards must be maintained. A function of account- 
ing is to aid management in maintaining financial standards. As 
financial standards and their control are important to the success of a 
concern, an effort should be made to provide proper means by which 
such control may be secured. This may be done by providing a prof>er 
organization to carry on the accounting function. The lines of organi- 
zation must be clearly defined and capable of being weighed not only 
as a whole but as separate entities. Unless the organization is so 
weighed it is liable to get out of balance. One of the important aims 
of control is to have a well-balanced organization and this cannot 
be done unless "accounting” can weigh each major function separately. 

Management Control. — In the previous chapters the principles of 
organization for management control were outlined. In order to show 
tlie relation of accounting to management, and to show the importance 
of proper organization for accounting control, it may be well to con- 
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sider some of the relations between the chief executive and the chief 
accounting officer. 

The chief executive, in a sizable concern, will not be able to execute 
the details of much work, so that the chief executive becomes an official 
whose chief duty is to pass upon plans against which accomplishment 
is to be directed. To accomplish this aim, the three principles which 
follow should be observed : 

(a) With responsibility for results should go the power to get 
results. (Gantt.) 

(b) Delegated authority should be definite as ?o results desired 
and an assay of possible accomplishments. 

(c) Those who delegate authority should have definite infor- 
mation as to the progress of the work; definite information 
as to the accomplishments; and the causes for the success 
or the failure to accomplish predetermined results. 

To carry out these principles the chief executive requires records and 
reports, which function is customarily performed by one whom, for 
want of a better name, we may call the controller. The controller is 
the chief accounting officer. To accomplish the work of the accounting 
function, the controller must be assisted by a corps of employees. The 
relations between the chief executive and the controller are simple in 
principle. The controller provides ways and means for the chief 
executives to set up plans so that accomplishments may be recorded 
in terms of the plans, and causes for variation measured. The inter- 
pretation of causes for variation between predetermined and accom- 
plished results is one of the most important functions of the controller, 
and to accomplish this purpose the proper information must be 
secured under the direction of the controller. 

The controller, in order to coordinate properly certain functions 
of an enterprise, should be in charge of general accounting, costs, 
statistics, auditing, credits and collections,^ office management, finance, 
budgeting, research, and standards and records. 

The reasons for the accounting function being located in the con- 
troller's department are as follows : 

(a) It standardizes and coordinates the information. 

(b) It eliminates duplicated information, such as books, 
records, and reports. 

(c) It facilitates proper interpretation. 

^Reasons for placing credit and collections tinder the controller are given in 
Chapter VII, p, loi. Chapter VIII, p. 136. 
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These reasons are brought out by the experience of many enter})riscs, 
a few of which are; (r) the Western Electric Company; (j) H- IT. 
Macy & Co.; (3) the Emporium; (4) the United States Rubber 
Company. These concerns have found that best results are o 1 )tain- 
able only when the controller has charge of all the means by which 
internal information is to be secured for the purposes of cxecutire 
control of the enterprise. There are, however, different points of 
view as to uses to which “accounting” is to be put for piirpo.ses of con- 
trol. These points of view have been indicated previously, but are 
of enough importance to be briefly reviewed. 

Principles of Accounting Control.— -Three concepts of the func- 
tion of accounting used for control are: 

1. The function of accounting should be to reflect transaction.s 

already completed. 

Under this concept of the function of accounting the form of account- 
ing organization should be such as would make possible the orthodo.x 
balance sheet and profit and loss statement. Here the accounts may 
or may not reflect responsibility. They may or may not undertake 
to gauge the results of the organization other than as a unit. The Iine.s 
along which an accounting department would be organized to accom- 
plish the purposes which this concept connotes should be different from 
the lines along which an accounting department would be organized 
to accomplish a different end. 

2. The function of accounting should be to reflect the results 

of transactions already complete, and to compare the.se 
results with the results obtained in prior periods, which are 
used as standards. 

In addition to properly drawn balance sheets and profit and loss state- 
ments this concept may make use of past accomplishments with which 
to judge the past accomplishments of a different period. Many esti- 
mates of future operations are based largely, if not entirely, upon 
past results and the estimate called a “budget.” Such an estimate is 
of some use but not of as much use as is a budget. 

3. The function of accounting should be to reflect the account- 

ability of those vested with authority, in terms of stand- 
ards, accomplishments, and causes for variation. 

This concept has as its object to reflect the accountability of persons 
entrusted with authority. It does so in terms of organization. Results 
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are recorded in terms of effects, causes, and accountability. To accom- 
plish these aims, use is made of budgets which follow the line of 
organization. These budgets are ‘‘complete’’ as to the details of 
“quantities,” or the “services,” the prices, and the amounts. The 
accounts and the analyses are kept in terms of the budget. When com- 
parison is made between the accounts, which represent “effects,” and 
the budget, the “causes” for variation are determined. So kept, 
accounts become desirable tools for control. 

Principles of Organization for Accounting Control. — The con- 
cept of accounting which one holds places limitation^ upon his work. 
Fortunately, accounting can be of service to management and adminis- 
tration, no matter which concept one has as to the nature and function 
of accounting. The smaller the task one assigns to his “accounting” 
the less effective can accounting be used for purposes of control. If 
accounting is to serve best as a means of aiding management in the 
control of a business enterprise, it must have a threefold perspective : 
an outlook into the future; a proper visualization of the present; an 
adequate knowledge of the past. This threefold perspective is here 
accepted as the basis for accounting. 

The principles of organization for accounting control may now 
be stated in a summary form, as follows : 

1. The organization must be so planned that authority to secure 
a given end may be effectively placed, and the responsibility 
for securing results may be in terms of the authority given. 
This end may be accomplished by showing accountability, 
results, and causes for variation between accountability and 
results in terms of a definite organization. 

2. The chief of the accounting function should direct the 
preparation and interpretation of internal business informa- 
tion to be used for forecasting the future, in visualizing the 
present and in recording the past. 



CHAPTER IV 


THE RELATION OF ACCOUNTING TO MANAGEMENT 

CONTROL 

Management Control. — In the conduct of a business enter i)ri sc 
the question of how best to secure management control is ever present. 
Management control is secured on the basis of information which may 
come from three main sources, as follows: (i) information gath- 
ered in daily contact with the details of a business or from any other 
personal source; (2) information which comes from records of past 
accomplishments; (3) information which may come from jdanning, 
doing, and reviewing the performance in comparison with the plans. 
The basis of management control is information properly gathered 
and correctly interpreted. 

In a previous chapter, management control was divided broadly 
into internal control and external control. Internal control, from an 
organization point of view, is divided into : ( i) internal control from 
the point of view of the policy corps, and (2) internal control from the 
point of view of the executive. From the viewpoint of the policy 
corps, it denotes the ways and means by which this corps can ascertain 
whether or not the policies of the business are properly carried out and 
what have been the results of those policies. This rccpiircs accounting 
information of the highest type. From the viewpoint of the executives 
of an enterprise, and particularly the viewpoint of the chief executive, 
it refers to the ways and the means of making administrative jwlicies 
effective. 

Relationships in Management. — The relationship of the major 
functions in business organization is one of the factors which must be 
kept constantly in mind when information is to be gathered and inter- 
preted. The inter-relationships between the various individuals of an 
orpnization are sometimes exceedingly complex. Where complex 
relationships between various members of an organization occur, the 
question of fixing authority and responsibility is likewise complex. If 
accounting information is to serve best as an aid in management 
control, the relationships in management must be simple and direct. 

so 
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Information of value in business must be secured from individuals 
who are not always sympathetic with the accounting department. How 
best to secure the necessary data involves the complex relationships in 
business management. The necessary accounting information should 
be secured from reliable sources and with a minimum of resistance. 
Resistance will be least if it is necessary to use the data from day to 
day in order to do particular jobs in an acceptable way. 

For example, a receiving clerk will take particular care to see that 
the number of items is correct, which he indicates has been received, 
if he knows that the ''blind’’ receiving invoice which he uses must 
check with the purchase order as to "quantity” ; else he might be found 
in error. The manager of a manufacturing department will be careful 
to see that everything is done in accordance with standards and proper 
information furnished of achievement, if he knows that the standards 
will be used to check against performance. For him, it is a course 
of least resistance. 

Objects of This Chapter. — The prime objects of this chapter 
will be to enumerate and to discuss briefly some of the chief ways and 
means by which accounting may be used as an aid to the solution of 
some business administrative and management problems. This kind 
of analysis must be broad and must leave to subsequent chapters the 
detailed analyses necessary for a more comprehensive development of 
the subject 

The Aim o£ Accounting. — If accounting is to serve the needs of 
a sizable business enterprise it must have a comprehensive aim. Few 
enterprises have adequate control of their affairs. They do not place 
effectively authority and responsibility, and efficiency cannot be deter- 
mined in a comprehensive way. If accounting is to serve best the 
needs of a business, it must aim at the solution of these problems. An 
illustration may be used to help visualize a desirable aim of accounting. 

The business enterprise may be conceived of, figuratively speaking, 
as a large naval gun attached to a battleship ; the battleship represents 
the finance of the business. The organization and the other assets 
of the business may represent the ammunition for the gun. The 
administrators may be conceived of as the designers of the gun and the 
ammunition, and as the ones who are responsible for its effectiveness 
in use. The management may be conceived of as those to whom the 
firing of the gun is entrusted; the chief gunner is the chief executive. 
The navigable water may be conceived to represent the business world ; 
the rocks and seashore business failure; the wind, waves, smoke, etc.. 
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as the business cycle and external conditions. After the gun and the 
ammunition are provided, the first problem will be 'To test the gun/^ 
If the designers of the gun and of the ammunition are familiar with 
the scientific method and the past and possible performance of guns, the 
testing of the gun may proceed along somewhat the following lines : 

1. With the data available upon the past performance of guns of 
a similar type, the gun and the ammunition will be designed, manu- 
factured, and placed in a position for action. 

2. In the de^gn and manufacture of the gun and the ammunition, 
care will be exercised to see that they are properly adjusted to each 
other, and that the foundations of the gun are secure in the battleship, 

3. Instruments may be provided to determine the direction and 
velocity of the wind and the tide, and their action upon the ship and 
the target. Means for recording the experiment will he provided, 
and methods for the scientific interpretation of the data will be devised. 

4. After everything is in readiness, the experiment may be begun. 
The designers may proceed somewhat in the following way : estimate 
the distance to the target, and determine the elevation at which the gun 
must be fired, after allowing for wind and waves, etc., in order that 
a shot might hit the target. The chief gunner would then be instructed 
to hold the gun at a certain elevation and fire "one hundred vShots'" at 
the target. An accurate and adequate record would be made, in terms 
of expectancies and results, of every detail of the experiment. The 
same kind of experiment may be carried on in order to find the most 
probable value of each factor entering into the performance of the 
gun. Briefly, this is the procedure that is used in finding out what a 
gun will do, and how to use the gun most effectively in action. 

The solution to business problems should lie along the same lines 
as finding out the performance of a naval gun. Before the science of 
gun firing was demonstrated, there was just as crude an art in firing 
guns as there is in most businesses today in the art of management 
and administration. Of course the two problems are not identical in 
subject matter but the solution lies in the same direction : the applica- 
tion of the scientific method to business methods, as the scientific 
method was applied to gun firing. 

In a battle the battleships have many kinds of tactics, and a 
smoke screen may obstruct the determination of any but an approxi- 
mate location of the target. The services of balloons, airplanes, and 
other devices are made use of to tell whether or not the shots will 



ACCOUNTING TO AID MANAGEMENT 


S3 

probably be effective. In order to carry on an effective battle with 
warships, three kinds of information must be available immediately 
for executive and administrative use. There must be: (i) a knowl- 
edge of the location of the targets and the factors that may influence 
the shots in making hits; (2) the results accomplished; (3) the causes 
for failure. If accounting is to aid properly the administrators and 
the executives in the conduct of a business enterprise, it must furnish 
them information of this threefold character : the causes for failure 
in terms of standards and results. 

Records Kept of Standards ; Results and Caus^ for Variation. 
— The aim of accounting, as it is used in most businesses, is to record 
results obtained and to make this information available. As an aid 
to the control of a business, records in terms of results only, furnish 
as much information for determining ''hits'’ as records prepared in 
testing a naval gun, if such records revealed no more information 
than results. The records of the gun test may be very accurate as to 
where every shot hit, and these data may be manipulated by all the 
known accounting and statistical methods ; but when it is revealed that 
the gun has been fired at a variety of elevations, distances, wind 
directions and velocities, atmospheric conditions and other variables, 
it must be admitted that the records are of little management use. Of 
course, methods have been devised by which it is possible to deter- 
mine the approximate location from which a gun was fired by a 
knowledge of factors ascertainable from the point where the shell 
struck. The French did this during the late war. Such methods, 
however, are indirect and are seldom as accurate as are the results 
obtained by the direct method. 

Accounting, as it is now customarily applied, shows the financial 
results of transactions in terms of effects. What causes contribute to 
the effects is a question which ordinary accounting does not consider. 
The changes in the financial position of a concern, for example, are 
recorded so as to show the effects that have resulted. Further, if the 
cost of a given article varies from one period to the next, a study of 
the ordinary accounting records will not show the "actual" reasons 
for this variation. With no method of knowing "what should be," 
there is no way of telling "why" variations take place. 

Suppose that the gunners on our warships were allowed to estimate 
the position of the target and fire at any elevation their best judgment 
dictated. What success do you suppose that they would have in 
hitting targets thirty miles away? Of course the accuracy in results 
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might increase as the target was brought closer, but under these con- 
ditions a less skillful group of gunners could get much better results 
if properly assisted by the science of gun firing and the necessary 
information to apply this science. Most sizable businesses, it must 
be acknowledged, are managed and administered in such way.s and by 
such means that “firing” has to take place at exceedingly close range. 
Not infrequently the range of fire is so close that the business “fires” 
upon itself. It is true that if all gunners are in the same situation, each 
will have an equal chance of success. It does not seem reasonable, to 
suppose, howevq-, that if some of the gunners are properly assisted by 
the scientific method, the nonscientific gunners would stand anything 
like an equal chance with the former gunners. The analogy of the 
science of and the art of gun firing, and that of the science of and 
the- art of management might be carried much farther, but it i.s thought 
that the comparisons made above have served to show the importance 
of records in terms of standards, results, and causes for variation. 

Accounting as an Aid to Business Control. — The task of find- 
ing ways and means to accomplish a given end is often most difiicult 
under the scientific method of approach. If the results arc important 
enough to justify the finding of scientific facts, way.s and means of 
discovering these facts are of much importance. From what we know 
of waste in business it seems evident that much time, effort, an<l 
money could be invested profitably in finding out how to u.se account- 
ing data most effectively as an aid to the control of business. I f the 
accounting department, in a sizable concern, is to be most effective 
as an aid to administrative and management control, it should embrace 
all the ways and all the means that are essential to make the depart- 
ment function properly. The exact nature of the ways and the means 
may vary in individual cases, but a generous use of information from 
several “branches” of knowledge are essential for best re.sults. I'hc 
several branches of knowledge which it seems necessary to make 
a liberal use of to secure accounting control, and which serve as insep- 
arable parts of accounting, are as follows: 

I. Standards and records: 

(a) Budgets. 

(b) Accounting, in terms of results. 

(c) Cost accounting. 

(d) Statistics. 

(e) Financial accounting. 
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(f) Auditing. 

(g) Reports. 

2. Ways and means for making the different branches of 
accounting effective in serving their purposes. 

An understanding of accounting, so far as it relates to management, 
necessitates a study of standards and records, and'the ways and means 
of making them effective. 

Standards and Records. — In a broad sense accounting has to do 
with standards and records, and ways and means foi^ making standards 
and records most effective for administrative and management uses. 
There are many different kinds of “standards” that can be used in 
business. A standard is “that which is established by authority as a 
rule or measure.” Standards may change from time to time so that 
standards are relative, but they are indispensable in the conduct of a 
business enterprise. Standards need not be the very best that could 
be devised by elaborate research. The standards should be adequate 
to the needs of the business, and the best way to find this out is to 
study the standards in the light of pertinent facts ascertainable by 
research. 

There are many kinds of records. The word “records” generally 
means something quite definite to the bookkeeper, but here, too, it must 
be observed that records may be prepared for a variety of purposes. 
In accounting work, records may be prepared to show present, past, 
or prospective standards, and to show accomplished results and other 
information of one kind or another. 

At the present time most accounting records are made without an 
adequate standard with which to measure the results that the records 
indicate have been achieved. Certain types of records which measure 
accounting data in terms of dollars and cents are necessary to the 
conduct of a business enterprise, but such records, unless wisely inter- 
preted, are usually of limited use in the control of a business enterprise. 
An illustration may be used to show the inadequacy of such records 
in the control of a business. 

Illustration of Inadequate Records. — The manager of a factory 
that manufactures a large variety of products, took a contract for the 
delivery of 600,000 units of a product, which for illustrative purposes 
we may call an electric fan. The capacity of the factory was about 
2500 fans per day. The contract price was based upon an estimate 
somewhat as shown in Table 2. The engineering department, in 
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TABLE 2 

Predetermined Sales Price of a '‘Pan” 


Direct labor $1.^5 

Direct materials 1 - 7 ^ $ 3-^3 


Factory overhead i - 4 ^ 

Factory cost $5 • 

Selling overhead l . 6 1 

Other overhead ...» 2.85 

Profit 2.76 

Sales price $12.2^ 

9 , 


conference with various officials, set the factory cost upon which the 
contract price was based. A substantial profit was contemplated on the 
contract. Some months after the contract was completed the cost 
accounting department rendered a report in summary form somewhat 
like that shown in Table 3. 


TABLE 3 

The “Actual” Cost of the Fan Contract 
Electrical Fan Contract No, 843-2$ 

Units: 600,000 


Items 

Amoufit 

Unit cost 

Direct labor 

$1,702,921.43 

$2.8382 

Direct materials 


2 -,'?f >45 

Factory overhead 

$1,468,986.38 

2.4483 

General overhead 

$3,518,220.00 

5 Ms? 

Total cost 


$I 8 - 5 M 7 

Sales 

$7,344,000.00 

$12.2400 

Net loss 


$i .2747 


Before the cost was arrived at, the engineering department sjient a 
great deal of time in studying the numerous processes in the manufac- 
ture of the fans and in actually observing the manufacture of some 
fans. The unit cost of the fans was summarized, but the cost analysis 
was very minute and showed the estimated cost of every piece as it 
was carried through every process. After the engineering department 
established the factory cost, a brief report was rendered to the sales 
manager and the chief executive. The cost data were then filed in 
the engineering department files for future reference. 

The plans for the manufacture of the fans were duly filed with 
the production department, and the work properly scheduled for manu- 
facture. As the work progressed the cost accounting department 
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received data which they required to determine cost. In due course 
all of the fans were manufactured and delivered, and the cost depart- 
ment rendered a final report on the contract. This report showed 
the fan contract in such a bad light that the chief executive set about 
to find the causes for the failure to make a profit on the contract. 
The engineering department said that the cost department's figures 
were entirely wrong, and the cost accounting department said that their 
figures showed the “actual" cost and that the engineering department's 
statement of cost was “too bad." No executive had reviewed and 
interpreted the costs, because they needed to confentrate on more 
important things, so they said. 

At this point an analyst was requested to do the necessary research 
to find out what were the contributing causes for the loss on the fan 
contract, and to ascertain at what price the company could make 
another fan contract. Table 4 shows the estimate of cost as prepared 
by the engineering department and by the cost accounting department. 

TABLE 4 

Estimate of Cost of Electrical Fans as Prepared by the Cost Department 
AND the Engineering Department 



Cost 

Engineering 

Variations 

Items 

Department 

Department 

Amount 

Direct labor 

$2 84 

$1.85 

$ -99 

Direct materials 

2.36 

1.78 

-58 

Factory overhead 

2.45 

1. 41 

1.04 

Factory cost 

$7-65 

$ 5-04 

$2.61 

Selling overhead 

2.12 

1. 61 

•51 

Other overhead. ....... 

3.74 

2.83 ■ 

.91 

Total cost 

$13-51 

19-48 

$4-03 

Sales price 

12.24 

12.24 


Profit or loss* 

$1-27* 

$2.76 

$4 03 


The analysis disclosed that there was a wide difference in the classi- 
fication of the cost items. In each case the overhead was figured upon 
entirely different bases. Briefly, the research ascertained that the excess 
direct labor was due to the lack of properly trained employees in sev- 
eral of the fan sub-departments. Few of the girls in some of the 
departments had ever earned piece rates, as the company had paid 
these employees hourly rates. The excess of direct materials was 
largely the result of excess spoilage of work due to lack of trained 
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employees, and to the fact that the cost department had charged some 
material into the cost at prices in excess of cost, and some high-priced 
material had been used that had been carried in the stores of another 
plant for several seasons. The excess factory overhead was caused 
by a difference in the method of distributing the overhead costs to 
the product. The cost department had included a larger percentage of 
“general overhead” in the costs, and this was found to cover the esti- 
mated overhead cost of idle plants,. and less profitable plants owned 
by the affiliated group of corporations. The plant manager reviewed 
the results of th? research and concluded that a “substantial” profit 
had been earned on the fan contract, and at a slight increase in sales 
price to cover “overhead” a new contract was signed. 

The illustration given above, among other things, shows the inade- 
quacy of records not properly designed where dollars and cents are 
used without regard to a proper standard. Of course, the cost records 
of the cost accounting department could have been better designed 
and better kept, but their fundamental weakness would not have beeti 
removed by such a procedure. Unless the cost records be kept in terms 
of standards, results, and causes for variation, and this information 
be properly interpreted and “sold” to the management, the data are of 
little use as an aid to management. 

The Budget. — The budget may serve a wide variety of ptirposos. 
and for this reason in particular cases we need to know what kind 
of budget is in use before the expression carries much information. 
Properly drawn up, a “complete” budget is a statement of a standard 
of attainment for the future; it is a statement of what is exjjccted 
to come true, and against which performance is to be judged. The 
foundations of the complete budget rest upon the “future po.ssibilitic.s" 
of attainment. An adequate study of the past often yields much valu- 
able information for the future, but it is often very easy for one to 
become blinded to “future possibilities” by an inadequate study and 
interpretation of the past as related to the future. 

An incomplete budget is an incomplete statement of what is 
expected in the future. Such budgets are made for the purpose of 
getting a “general idea” of some of the results “hoped for.” Such a 
budget should not be expected to serve as a standard for future 
performance. It has been shown that standards are “relative,” but a 
poor standard is many times worse than no standard. Incomplete 
budgets may be made of value to management if the items which are 
missing may be supplied readily by the management. 
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There are many kinds of complete and incomplete budgets, as the 
reader will observe later. The complete budget should be so con- 
structed as to serve as a reasonable standard of attainment. Unless 
the administrators and managers of a business have some adequate 
basis for knowing ‘‘what should be’’ accomplished, there is not much 
information that will be available in time to use for the most effective 
control of the business. 

The illustration of the fan manufacturer may be referred to again 
to emphasize the need for knowing “what should be.” If standards 
of attainment had not been set, the results would probably have been 
worse than they were. But it is of little value to have standards if 
there is no way of knowing when the standards are attained, and 
why they are not attained. If the cost data that were prepared by 
the cost department had been relied upon as a standard for future 
performance, would this have been a reasonable standard to use for 
management control ? Despite the fact that much cost data in present 
use are of the same kind that the fan manufacturer received from the 
cost department, it must be said that such information is seldom of 
any real use for purposes of cost control, because it does not show why 
costs vary. 

Accounting in Terms of Results. — It is necessary to know what 
has been done in order to know whether or not the results were in 
accordance with “expectations.” This implies that results must be 
known in terms of expectations or standards. An accomplished fact 
is, for purposes of management control, of little importance as it is 
customarily recorded on books of account. The information is some- 
times of great value for some managerial use, when proper analyses 
are drawn from the records. The management will generally receive 
some information of value for control from the customary pro-forma 
balance sheet and relative profit and loss statement. When the details 
of the business get beyond the review of the management, more and 
more reliance must be placed in standards and records ; they become 
the basis for control. Records without standards are, for purposes 
of control, of no more importance than standards are without records ; 
each loses its force without the other. For illustration, suppose that 
a purchasing agent required ten thousand tons of coal for a three- 
months’ supply in a factory. A review of the records shows that the 
last four contract prices have been, per ton, f.o.b. destination, as 
follows: West Virginia pea, $5.20; Pennsylvania soft pea, $5.80; 
Indiana egg, $5- 10; Ohio pea, $5.30, The cheapest offer that the 
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purchasing agent can now secure is $5.70 per ton, while the average of 
the last four purchases is only $5.35. A purchasing agent today, if 
he knows his job, would say that the average cost of a ton of coal is 
of no use in helping to decide upon a coal contract. The important 
thing is the relative price of the heat units per pound of coal that can 
be liberated and used in particular furnaces. 

Other Standards and Records. — In addition to budgets, and 
accounting in terms of results, there are five additional branches of 
standards and records that go to make up accounting, in the sense 
in which the woi*d ''accounting” is used in this treatise. They are as 
follows : cost accounting, statistics, financial accounting, auditing, and 
reports. In addition to standards and records, to be effective as an 
aid to management, accounting should be assisted by all the ways and 
means that will serve to make accounting data available for use. 
Research to find out "what should be” is a very high type of account- 
ing work, in certain important cases. There are different kinds of 
"research,” but an important phase of business research has to do 
with standards and with records, which are functions of accounting. 



CHAPTER V 


ACCOUNTING AS AN AID TO POLICY CONTROL 

Functions of the Policy Corps. — In Chapter I the functions of 
the board of directors, or policy corps, have been set lorth as : 

(1) To establish broad policies. 

(2) To judge the results obtained. 

The aid which accounting is able to render the policy corps is to be 
discussed in the present chapter. • It is not intended to convey the 
idea that the tasks performed by all boards of directors are confined 
to these two functions, because they are not. Some boards of directors 
act in an advisory capacity to the officers of the corporation; others 
busy themselves in helping to make executive decisions ; other boards 
of directors busy themselves largely with confirming the acts of the 
executives of the corporation; while other boards of directors busy 
themselves in one way or another without much consideration of what 
their functions should be. For these reasons, the discussion here will 
follow along lines of policy control. 

The principles of policy control are based primarily upon the long- 
recognized principle of : “separate the planning from the doing,” i.e., 
separate policy making from policy execution. If this principle be 
accepted as good organization procedure, the activities of the board 
of directors will be confined to somewhat definite lines. Of course, the 
chief executive may seek the counsel of the members of the board 
of directors as much as he chooses, but to give advice would not be a 
true function of the board of directors. 

Object of Policies. — The main object for having policies is to 
confine the activities of a concern along certain lines of operation and 
give a plan for action. If the concern does not have a very definite 
plan of action, it cannot confine the activities of the executives along 
certain lines of operation and give a plan for action. The policies 
of a concern give the chief executive a more definite line of action 
so that he becomes an interpreter of policy and not a maker of 
policy. For illustration, suppose a board of directors says that the 

61 
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concern is to “sell for cash.” This kind of policy has a given objective, 
and the chief executive is not at liberty to say that thirty days’ credit 
is equivalent to cash. If he grants thirty days’ credit to particular 
customers he is acting outside the scope of his authority for which 
the board of directors can hold him responsible. If the policies of the 
corporation are well drawn and properly explained, the work of the 
executives is confined to the interpretation and the carrying out of 
policies and plans. 

The Meaning of Broad Policies. — ^As used in practice, the word 
“policy” might fiiean almost anything from the “Golden Rule” to 
deciding upon which particular rules might be expected to be gold- 
laden. Broad policies relate to such broad questions as finance, market- 
ing, procurement, labor, and other questions, and they also relate to 
the necessary plans that are considered essential to make the policies 
effective. Some of these broad policies are discussed below. 

The financial policies of a concern may take a large variety of 
forms. Financial policies relate to such questions as the following; 
capital stock of various kinds — common, preferred, etc. ; bonded debts 
of various kinds; loans payable; accounts payable; dividends; inter- 
est rates ; the payment of all kinds of financial obligations. They may 
refer to financial standards of many kinds, to which the board of 
directors usually gives a great deal of consideration. Examples of 
financial standards are as follows; the dividends that can be paid 
on the common stock, the ratio of current assets to current liabilities, 
and other standards mentioned in Chapter VIII. 

There are many kinds of marketing policies. They may refer to 
advertising and selling. The selling policies may relate to channels 
through which goods are to be sold and to the methods of selling. 
Advertising policies may cover a variety of subjects, from particular 
methods of advertising to the spending of a certain amount of money 
for advertising. 

Some large concerns have a policy of first testing the marketability 
of new products on a small scale to see the results. This seems to be 
a fixed policy of well-known advertising agencies in handling adver- 
tising. By such a policy it is possible to correct defects in the plans 
before the expense of testing plans and methods become excessive. 
The sales possibilities are determined and the expense of securing a 
given amount of sales is tested. This kind of policy is necessary, in 
most cases, for successful marketing. 
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In several lines of business, the policy of ''service’' and of "qual- 
ity” is made apparent to the customers and to the prospective cus- 
tomers. For example, in purchasing an automobile, the questions 
of quality and service are important considerations. If an automobile 
owner cannot get "service” for his car, the value of the automobile 
is greatly depreciated even if the "quality” is entirely satisfactory. 

Other types of policies used in marketing goods are to be found 
in Part IV. The policy corps must have much expert information, 
and many facts before the marketing policies can be formulated for 
most effective use. 

The question of procurement policies has attracted much attention 
in many lines of business. Procurement policies are the hub about 
which all the other policies revolve in particular concerns. In most 
businesses the procurement function, whether it be buying, or buying 
and fabrication, is a major function of the business. In a manufactur- 
ing business, among other things, the policy corps must decide upon 
the products to be manufactured and must "provide” the facilities for 
their manufacture. 

The design and the quality of the product are usually matters which 
receive the attention of a wise policy corps. Proper machinery and 
equipment are important factors in the success of a modern factory. 
If facilities have been provided for the manufacture of a given prod- 
uct, it is not always possible to change the design without considera- 
ble expense or, as is sometimes the case, the discarding of much valua- 
ble machinery and plants. For this and other reasons, it may be said 
that the wisdom used by the policy corps in properly performing their 
function is exceedingly important for the success of the concern. Wise 
policies are often of more value in procurement than vast resources, 
and this may also be said about the other phases of policy determination. 

A few illustrations of wise policies enacted in manufacturing may 
be given to emphasize their importance. The policy of mass production 
has made possible more economies in manufacture than any policy 
known to date. Of course, mass production calls for mass marketing, 
mas§ finance, mass management, and mass employment. Great impor- 
tance has been attached to matters hitherto of not enough importance 
to be recognized as aids to economy in production. The conveyor and 
highly specialized and highly efficient machinery are examples of aids 
to mass production. Mr. Ford found that about ninety per cent of 
:he production time was consumed in moving material from one 
Dlace to another. Thus, one main policy became responsible for many 
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policies which make one great policy most profitable. Mass produc- 
tion has caused many luxuries of one period to become necessities of 
another period. Some of the most important examples of the econo- 
mies of mass production are the manufacture of the following : iroji, 
steel, cloth, etc., and the more recent one of automobile manufacture. 

The labor policies which a concern establishes are often responsible 
for marked success or are causes for failure to achieve better results. 
Too many employers are “dollar wise” and “work foolish,” to vary 
the wording of an old adage. Many labor policies are based upon 
the fallacy of' dollar-wages instead of product- wages. Few policy 
corps have constructive policies for adequate administration of labor 
problems. If properly used, accounting can be of invaluable aid to 
administration in setting the wage policy so that the best interests 
of both employee and employer may be congruent. The results and the 
causes of an inadequate labor policy are questions that accounting 
should be able to answer for the board of directors. 

Wages are relative, and the policy which does not fully recognize 
this fact is practically certain to cause dissatisfaction in the organiza- 
tion and loss to the concern. Some employers have pretty definite ideas 
as to how much a certain class of labor “should get.” In their effort 
to keep the wage groups in “balance,” they often overlook the incen- 
tives that make men anxious to turn out a greater product. 

Some of the incentives which have proved effective in particular 
cases are here given : namely, provision for continuous employment ; 
stock ownership ; bonus and premium payments of various kinds ; wel- 
fare work; works councils; thrift plans, etc. Many concerns have 
established labor policies which contain some of the several incentives. 

The development of a constructive labor policy requires intelligent 
thinking and planning on the part of administration. The policy corps 
that leaves to management the question of labor policy determination 
and execution is almost certain to have cause to regret it. In particular 
cases, the results might be entirely satisfactory, but the general principle 
of organization should be adhered to in sizable concerns, because satis- 
factory results do not mean that the results could not have been more 
effective. Mr. Oliver Sheldon says : ' 

Policies precede action ; they should not be decisions on points which have 
arisen in the midst of action. Policy means the determination of what you or 
others are going to do, before you or they do it. If, therefore, the activities 
of a business are to be governed by the policies of those in control of the busi- 
ness, it is incumbent on such persons to review every prospective activity and 
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settle the policy in each direction, so that those who carry out the activity may 
have a definite objective and guide. ... It should be published, then, to all 
whom it may affect and will be governed by it, in such a form that it will be 
always before them or immediately available for reference. Neglect in this 
respect may nullify the weeks of thought and debate which will have gone to 
the formulation of the policy. . . . The objective of determining policy ... is 
to direct and guide the executive action.^ 

From the foregoing it appears that policies have to do with the plans 
for the future operations of a business in the light of the past and^of 
prospective possibilities. This leads to a consideration of the past, the 
present, and the future; this is accounting of the highest type. 

Profits, the Motivating Power of Business. — Profits, the moti- 
vating power of business, are composed of many losses and many 
gains. If the gains exceed the losses by a more or less definite margin, 
all is well; if not, something ‘‘musF’ be done. More than seventy 
administrators and managers of well-recognized concerns were asked 
these questions: How do you judge the efficiency of your business? 
How is your efficiency judged? How do you judge the efficiency of 
those over whom you have authority? Few of the responses developed 
any idea of what might be an answer to the last two questions. About 
forty of the responses developed the idea that the efficiency of a busi- 
ness should be based upon a net-profits-to-capital ratio, when com- 
pared with a certain rate of interest. That is, if the rate of ten per 
cent be taken as the long term market rate of interest, plus the risk 
of the particular business; if a business earned twelve per cent, it 
would be making some progress. Some twenty-five responses devel- 
oped the idea that the efficiency of a business is to be judged by its 
relative standing in the industry. That is, if the average earnings 
of several concerns in the same line of business be taken as a base, 
the efficiency of a given concern could be found; that is, it could be 
ascertained whether progress was being made or not. The remaining 
responses indicated that the administrators and managers were skepti- 
cal about any measure of efficiency. No definite conclusions can be 
drawn from these responses, but it is to be hoped that progress will 
be made until every administrator will have a definite answer for each 
of these questions. 

Bases for Judging Efficiency. — ^As the word ‘^efficiency’' is some- 
times used, there appear to be three concepts of efficiency; namely: 

^''Organization Manager,’' Rowntree & Company, Ltd., York, England, in Har~ 
vard Business Review, October, 1925, p. 5. 
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(1) Pecuniary gains, or money profits. 

(2) The production of goods and services. 

(3) The relation of predetermined results to accomplishments. 

It has long been recognized that pecuniary gain is a basis for 

judging efficiency and for judging business success. From the financial 
point of view, the money-profits basis for judging efficiency seems to 
be the only basis for judging the efficiency of a busine.ss. Here the 
question is not how great an amount of services can be rendered for 
thf money, but how much money can be made out of the business. 
Since most business men discount the future possibilities heavily, the 
profits that may be earned ten years hence receive but scant con- 
sideration. 

Opposed to the pecuniary-gain basis for judging efficiency is that 
of the production of goods and services. Those who support this ]>oint 
of view contend that while “legitimate” profits are necessary for the 
continuance of services, the main aim of a business should he to 
produce all the goods and services possible for the charges ma<le. It 
seems that those who have made the most outstanding industrial and 
commercial successes during the last fifty years have held thi.s point 
of view. Most business men recognize its importance, but continue to 
strive for money profits as their central goal. 

A different basis for judging efficiency is that of measuring the 
relationship between “what should be” and “what is.” This viewpoint 
receives much consideration in this book and will be developed in 
other chapters. 

How to Judge Results Obtained — There are many dififercnt 
financial tests that are applied to business concerns to judge the results 
obtained in the conduct of business. Some of these are as follows : 

( 1 ) The most usual criteria are : 

(a) What were the net profits? 

(b) What did the common stock earn? 

(c) What dividends can be paid? 

(d) What is the financial position of the firm? 

(2) Other criteria are; 

(a) How nearly did the actual results come to the pre- 

determined results? 

(b) What were the significant causes for variation? 

The board of directors ■ generally judge results by profits. If in 
a large concern the common stock earns $13.86 per share compared 
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with $9.23 of last year, one need not be surprised to hear of great 
rejoicing over the progress made, and if dividends can be resumed, the 
fact will be published ''to all the world/’ This is not intended as a 
criticism of the criteria, but its use from the viewpoint of a director 
is not so valuable as it is often thought to be. The financial position 
of a concern is a very important consideration for the policy corps, 
but the causes for financial results are of more value, for purposes 
of control, than the financial results themselves. 

Basic Accounting Reports for Judging Efficiency. — Efficiency 
is a relative term, and in order to form an opinion as to whether or 
not a business is efficiently administered and managed, one must have 
a standard to use as a measuring stick. Profits as a measure of 
efficiency is not a reasonable guide in measuring efficiency, even though 
that measure is quite often applied. Of course the profits measure is 
often an important measure in determining the value of a business. 
This is often overemphasized as quite a number of investors could 
testify, investors who have purchased securities the price of which 
was determined by assuming that past earnings would continue in the 
future. The reason why profits are not an accurate measure of 
efficiency will appear presently. 

The policy corps has to have ways and means by which it can 
record policies in a workable way, and by which it can be known 
whether or not those policies are properly executed. The key to 
the policies of a firm should be found in the budget. In this instru- 
ment should be focused all the policies of the firm ; and a detailed study 
of the budget, and the forces back of it, should lead into the ramifica- 
tions of the policies. The balance sheet and the relative profit and 
loss statement should show the results of achievement in the execution 
of policies. The causes for variation between the budget and perform- 
ance should show why the policies were or were not effective. The 
proper presentation and interpretation of the basic accounting reports 
lead into many details, to some of which attention will now be directed. 

The Budget Balance Sheet and the Budget Profit and Loss 
Statement. — The board of directors in any well-managed concern 
should base its decisions largely upon the probable future outcome of 
the business. Policies that are expected to extend into the future 
should be based upon future facts. A well-drawn plan for the future 
will lead a concern to a predetermined destination. The "actual” finan- 
cial position of a business at any particular time in the past may be 
set forth in its balance sheet. What the financial position will prob- 
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ably be at a future date may be set forth in a “budget” balance sheet. 
A policy corps that can foresee, with reasonable accuracy, the effects 
of policies upon the financial condition of a concern is in a position 
to plan for control of the Operations of the business. Some large 
corporations estimate their financial position for several years in 
advance, and draw up forecasted balance sheets and profit and loss 
statements for at least a year in advance of operations. For example, 
the board of directors of the X Manufacturing Company, manufac- 
turers and distributors of article X, set forth their estimated financial 
position a year in advance. (See Table 5 -) This budget is based 
upon a number of separate complete budgets. The sales budget, for 
example, calls for the sale of 112,132 units at $15 per unit. 

The policy corps of a concern, and the stockholders as well as 
executives, need some other standard besides actual profits for judging 
efficiency in operations. Very many factors enter into profits that are 
not given any consideration when profits are used to determine the 
efficiency of a business. For example, no consideration is given to 
competitive conditions, business conditions in particular industries, 
possibilities in sates, production, expense reduction, etc. An illustration 
may serve to bring out the point here raised. The majority stock- 
holders of one corporation elected a majority of the board of directors 
who appointed the officials to manage the business. For some years 
the business had been earning what the majority of stockholders con- 
sidered a good profit, a profit much above the average of other con- 
cerns in the same business. The minority stockholders were not satis- 
fied with the profits earned; they thought that profits should he 
something over 100 per cent higher than they were at that time. The 
belief of the minority directors that a much higher profit should be 
earned was based upon the report of one of the minority directors 
who was a business analyst and critic. After a few years the 
former minority directors gained control of the concern. A budget was 
set to show future “possibilities” instead of past accomplishments. The 
necessary executive action was provided for, and within two years’ 
time the anticipations of the former minority members of the policy 
corps were realized. 

Where the various budgets, such as marketing, procurement, labor, 
management, and general expense budgets are properly drawn up, it is 
possible for the board of directors to approach its work with the 
object of setting standards of attainment for its concern. There is 
then something with which to compare achievement that is something 
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like an adjustable yardstick. As has been pointed out, achievement 
is relative, and in many cases only a very rough indicator of perform- 
ance. A properly drawn budget, if provided with ways and means of 
adjustment explained later, may serve as a standard by which to judge 
performance. So drawn, and used, the budget becomes a useful tool 
for the directors. They may place authority and responsibility, and 
judge performance with confidence. 

Budgets of the X Manufacturing Company. — The board of 
directors of the X ’^Ta^-ufacturi^ig Company set forth the anticipated 
financial position of the firm a year in advance in the budget Balance 


Sheet, Table 5. The budget balance sheet 

is based upon the expected 

TABLE 5 

The Budget Balance Sheet of the X Manufacturing Company, as of a Future 

Date, Compared with Its Actual Balance Sheet 



Balance Sheets 

Jan, ly igsd Jan, i, rpay 

Increase 

Assets 

Actual 

Budget 

Decrease^ 

Cash 

. . $ 12,420.00 

$ 52,380 00 

$39,960.00 

Accounts receivable 

. . 120,250.00 

103,626.00 

16,624.00* 

Inventories 

69,330.00 

76,880.00 

7-550.00 

Plant and equipment 

. . 152,500.00 

164,900 00 

12,400 00 

Other assets 

18,340.00 

20,150 00 

1,810.00 

Deferred charges 

3 , 860 . 00 

4,360.00 

500 . 00 

Total 

. . $376 , 700 , 00 

$422,296.00 

$45,596 00 

Liabilities and Net Worth 

Accounts payable 

. . $ 8,250.00 

$ 9 » 590 *oo 

$ 1,340.00 

Accrued expenses 

3,670.00 

4,280.00 

610.00 

Reserves 

28,900.00 

43 , 720 . 00 

14,820.00 

Capital stock 

.. 250,000.00 

250,000.00 

“O'— 

Surplus 

85,880.00 

114,706.00 

28,826.00 

Total 

.. $376,700.00 

$422 . 296 . 00 

$45,596.00 


operation of the major functions of the business, such as marketing, 
procurement, labor, administration, and management. The Profit and 
Loss Budget (Table 6) shows the expected operations of the business. 
The marketing forecast sets up, among other things, the anticipation 
of the sale of 112,132 units at $15 each, or $1,681,980.00. To make 
this many sales, an expense of $596,542.00 is expected to be incurred 
by the marketing department. For the administration and management 
of the concern a budget of $134,558 is provided. The other items in 
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TABLE 6 


The Budget Profit and Loss Statement of the X JManuI' acturino 
Company for a Future Period of Time 


Items 

Sales, from Marketing Budget 

Cost of sales, see Table 7 

Gross profit 

Sales expense, from Marketing Budget 

Administrative and General Expense Budgets 

Net operating profit 

Add other income 

Deduct other charges 

Surplus net profits 

Dividends to be paid 

Balance to surplus 


Unit 
Price 
$15 00 
7.76 


7.24 
5 <32 
1 ,20 


.72 


Budget Amount 
$1 ,6Hl ,980.00 
B70, 144.00 


811,836 

.00 

5 cX >,542 

.(K) 

1,14. 55H 

.00 

80 , 736 

00 

18,420, 

.00 

20 , 330 , 

00 

78,826. 

00 

50 , 0(K) 

.00 

$ 28,826 

00 


Units to be sold — 112, 132. 


the profit and loss statement are based upon estimates to provide for 
items not covered by the other budgets. 

The Procurement Budget (Table 7) shows the labor budget, the 
purchases budget, the factory exi>ense budget, and the inventory 
budget. Each of these budgets sets forth in detail standard units, unit- 
prices, and standard costs, but are shown here as standard and as unit- 
prices. In case the directors wish to refer to all of the details support- 
ing the various budgets, they should be able to do so. The Finance 
Budget (Table 8) shows the anticipated receipts and disbur.sements 
for the budgetary period. The finance budget is built upon data 
given in the various budgets, but it requires interpretation in terms 
of probable collections and payments. 

When the directors of the X Manufacturing Company are asked 
to pass upon plans for the future, they have before them scientific facts 
as a basis for future action. Each of the budgets has supporting data 
to show how the forecast is calculated. If the directors have criticisms 
to make, they must be specific. General impressions cannot be embod- 
ied in the budgets. Likewise, the executive cannot explain the opera- 
tions of the concern by saying simply that profits were smaller than 
the previous year due to poor business conditions. The directors of 
the X Manufacturing Company have set up standards of attainment 
by which they can ascertain “why” variations take place, and if the 
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TABLE 7 


The Procurement Budget of the X Manufacturing Company for 
A Given Period of Time 


Procurement 


Items 

Labor Budget: 

Direct Labor Budget 

Indirect Labor Budget 

Unit 

Price 

Budget 

Amount 

$360,250 00 
107,880.00 

Total Labor Budget 

$3-9661 

$468,130 00 

Purchases Budget: 

Direct Material Budget 

Indirect Material Budget 


190,190 00 
80 , 940 . 00 

Total Material Budget 

$2.2971 

271 , 130 00 

Factory Expense Budget 

$1.0605 

125,174.00 

Total Procurement Budget 

$7-3237 

$864,434.00 


Inventory Budget: 

At beginning of the period: 

Finished units 4327 @ $8.22 $ 35 > 5^7 ■ 94 

In process 20,137 60 

Raw materials 13,62446 


Total inventory at beginning $ 69,330 00 


At end of period: 

Finished units 5900 @ $7.60 $ 44 >S 4 <^ 00 

In process 21,327 40 

Raw materials 10,712.60 


Total inventory at end $ 76, 880 00 


Net deduction from Procurement Budget $ 7 ? 55 c> • 00 


Net total $856,884 00 

Depreciation provided - • 13,260.00 


Net cost of goods sold, to Table 6 $870 ,144.00 


variations are not due to conditions over which the executives and 
employees have no control, it is possible to place responsibility with 
assurance that it is placed properly. In a like manner, it is possible to 
give credit where credit is due. In the following chapter, reports will 
be rendered to the board of directors of the X Manufacturing Com- 
pany to show the stewardship of the executives to the directors. 
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TABLE 8 

The Finance Budget of the X Manufacturing Company for 
A Given Period of Time 
Receipts 

Cash Balance, January i, 1926 $ 12, 420 . 00 

Expected to collect: 

Accounts receivable 120,250.00 

Sales, per Marketing Budget $1,681, 980 . 00 


Less : accounts receivable 103,626.00 

Bad debts 1 1 , 500 . 00 

t 

Total deductions 115,126.00 


Net collections from sales 1 , 566 , 854 . 00 

Other income 1 8 , 420 . m 

Total receipts and cash balance $1,717, 944 00 


Disbursements 


Accounts payable 

Accrued expenses 

Machinery and Equipment Budget 

Sales expense, per Marketing Budget $ 596 , 542 . 00 

Administrative and General Expense Budget 134,558.00 


Total $ 731,100.00 


Less : Accounts payable 9 , 590 . 00 

Accrued expense less deferred charges ... 3,780.00 

Depreciation i ^ ^ oo 


Total deductions $ 14,930.00 


Procurement Budget, Table 7 

Other assets 

Other deductions 

Dividends 

Cash balance, December 31, 1926 

Total disbursements and cash balance. 


$ 8 , 250 . (K) 

3,670 m 

X2,400.CK) 


716.170.00 

864.434.00 

1 .810.00 

8.830.00 
50,000.00 
52,380.00 


|x»7i7»944-oo 


How to Control Future Operations. — In a well administered 
concern the policy corps will not be asked to pass upon policies for 
fu'ure operations until the past operations have been set forth in 
terms of standards previously set. Since it is possible to predetermine 
results rather accurately in advance of operations, in many lines of 
business, the affairs of a concern can be carried on smoothly, and, 
to use a figurative expression, without having to apply the brakes 
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sharply at cne point and presently surge ahead at full speed. The 
waste in industry due to this lack of intelligent foresight is very great, 
most of which lies at the door of administration. Too many adminis- 
trators and managers do not assume their just responsibilities ; they 
do not secure sufHcient facts upon which to base intelligent decisions. 
Orderly administration cannot take place unless facts can be secured 
upon which to make decisions. When the board of directors use prop- 
erly interpreted facts as a basis for its decisions, the losses due to lack 
o^f administrative control will be greatly reduced. The facts that are 
needed are those which will enable the directors to set up budgets that 
will indicate with reasonable accuracy what will probably take place 
in the business during a given period, preferably not less than six 
months in advance of operations. The accuracy with which results 
can be predicted usually depends upon the type of business. It has 
been found possible to predetermine budgets which subsequently come 
out so close to the budget that the discrepancies were negligible. 
Briefly, the way to control future operations is to predetermine results 
and to provide executive action to carry out the predetermined results. 

Executives as Directors. — In many of our large corporations it 
is the practice to make executives members of the board of directors. 
The president or chief executive is often the chairman of the board 
of directors- Whenever an executive becomes an administrator he is 
playing a dual role in the concern. When the ownership of the con- 
cern is under the control of such officials there are good reasons why 
this kind of situation is permissible. Some writers advocate that the 
board of directors should be composed of executives who are in the 
business and presumably know its needs better than outsiders. This 
view has many good points. In most sizable concerns the chief execu- 
tive is a planner and not a doer. This is likewise the case with several 
of the minor executives. In many respects ^'planning'' is separate from 
‘^performance” but not entirely so, in such a case. The chief executive 
is usually the chooser of the major executives. If the chief executive 
be allowed to dictate the policies of the concern, to plan its activities, 
and to pass upon its accomplishments, the concern may be well coor- 
dinated in some respects, but the legislative and the executive functions 
will not have that balance which we in America think necessary for 
proper organization. 

Based upon the principle of business organization that the policy- 
making function should be separate from the executive function, it is 
apparent that the director of a business enterprise, where ownership is 
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scattered, should not occupy a dual capacity as director and executive. 
The executive and members of the organization may be of invaluable 
assistance to the directors in assisting in the formulation of policies, 
but the policies of the business should be established by those who 
have a bird’s-eye view of the situation. 

Interpretation of Accounting. — The board of directors will 
usually interpret the accounting reports in somewhat the same manner 
that the controller and the chief executive interpret reports. There 
are many types of data to be interpreted, and for that reason the 
presentation and»interpretation of the various data must be left to 
the various chapters of this book to develop. For example, the various 
types of legislation passed by government agencies affect the policies 
of a business. This is a problem in external coordination and is dealt 
with in Chapter XXIII. The board of directors should use accounting 
data of the highest type, and this data consists of standards and records, 
and ways and means of making standards and records effective. Alany 
factors must be considered in the interpretation of accounting data. 
The calendar question is illustrative. Other factors are as follows : 
the basis of valuation used in accounting, the comparative economic 
position of the concern with other concerns, and the present prospects 
for future earnings. 

The Calendar Question. — The effects which our pre.sent calen- 
dar has upon the interpretation of accounting data is not recognized 
generally in business. When allowance is made for Sundays and holi- 
days the business days of months vary as much as about 20 per cent.* 
Such variations make it impossible to compare accurately the data of 
one month with data of another month unless the calendar variation 
is removed. The removal of such variations takes time and effort so 
that most executives do not consider them in trying to interpret reports. 
The result may be that one month appears to be better than another, 
while as a matter of fact it is worse because of calendar variations. 
In some businesses, the sales vary with the days of the week. Since 
every month does not have the same combination of week days, an 
adjustment must be made to cover this variable, if a close compari- 
son is to be made. Because of these and other defects in our present 
calendar, the League of Nations now has under advisement the Cots- 
worth Proposal for Calendar Reform. The proposed International 


c"l’ Chairman, Eastman Kodak Company, Bulletin 

^ Management Association, 1928. See also, “Do We 

Calendar Reform?” by George Eastman of Eastman Kodak Company. 
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Fixed Calendar is shown in Table 9. All months are composed of four 
weeks. Every day of the week would have a fixed cycle of dates. To 
illustrate: the Mondays of each month would fall on the 2nd, 9th, 
1 6th, and the 23rd. In the present calendar the days of the week shift 
badly on the calendar. A new month, named Sol, would be inserted 
between June and July. The last day of the year is called “year day,” 
which would be an additional Sabbath day. Every fourth year an 
additional Sabbath day would be inserted between June and Sol. It 
is also proposed to make all holidays fall on Monday. Such improve- 
ments will be beneficial in many directions and should* become effective. 
After wide criticism no fundamental objection has been found to the 
proposed calendar. 



CHAPTER VI 


ACCOUNTING AS AN AID TO THE CHIEF EXECUTIVE 

Authority and Responsibility. — In the minds of many people, 
the chief executive is an Atlas who bears upon his shoulders a World 
of authority and responsibility. Some people think that the will of 
the chief executive must be done or some of his employees must find 
employment elsewhere, because the chief executive is responsible for 
the actions of those whom he employs. Some people visualize the 
chief executive as the big boss who comes in five days a week at lo a.m. 
and quits for the day at 3 p.m., and never appears for work on 
Saturday. These three ideas of the chief executive are distorted and 
do not show the authority and the responsibility attributed to the 
functions of the chief executive. 

The authority and the responsibility that the chief executive receives 
from the board of directors is very different from what one should 
get by reasoning from the strictly legal point of view. The rcavSon 
for this is quite simple. No administrator, executive, or employee 
can be expected to have effective authority or effective responsibility 
for anything which is beyond his individual control. This limitation 
upon the authority and the responsibility of the chief executive empha- 
sizes the necessity for the effective placement of authority and of 
responsibility in the organization. 

Of course it is not intended to convey the idea that the executives 
of many businesses have not been discharged, or honored, as the case 
may be, because things happened over which they had no effective con- 
trol. For example, one instance is on record where a sales manager 
was discharged because he could not sell at a profit the products made 
by the factory. A market analysis made by competent analysts, among 
other things, disclosed that the product was poorly designed, and that 
the demand which existed and which it was practicable to create for 
the better-designed commodity was insufficient to make a profit when 
more than fifty-five per cent of the plant capacity was used. In another 
case, a salesman was very ‘^successfur' in selling in a certain western 
state. As a result of the achievement he was made sales manager 

78 
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of the concern. Later, an advertising survey was made and the 
analysis disclosed that, to the surprise of the chief executive, the sales 
manager had made his record in the best territory and had not made 
as much of his opportunity as the salesman in a neighboring territory. 

In a sizable concern, the chief executive will require a corps of 
assistants to help in carrying out his numerous functions. Some of 
these assistants may occupy staff positions, while others may be execu- 
tives — such as the controller, for example. Whatever the particular 
form of organization, the assistants should be well supervised and the 
responsibility defined as clearly as possible. 

The Functions of the Chief Executive^ — From the viewpoint 
of management control developed in Chapter I, the chief executive 
has two main functions which are as follows : 

1. The setting of standards by which performance may be 
judged, and 

2. Providing ways and means for knowing whether those re- 
sults are secured, and for ascertaining any cause for varia- 
tion between the standard and the results. 

Each of these two main divisions of the chief executive’s functions 
may be subdivided into several parts. These main functions and some 
of the subdivisions will be treated below. 

The Function of Setting Standards. — The chief executive re- 
ceives from the policy corps the necessary authority to execute the 
policies of the business. He accepts the ‘'responsibility” of manage- 
ment. What this responsibility is may be seen below. The function 
of setting standards is broad and may be divided into the following 
functions : 

1. The interpretation of the policies of the business in terms of 
the particular problems of the enterprise. 

2. The presentation of objectives for the business in terms of 
plans, and the modification of the plans or the objectives 
whenever conditions appear to warrant such modifications. 
The objectives of the business should be expressed in prop- 
erly drawn major budgets, supported by the necessary de- 
tailed budgets. 

3. The employment of such major executives as are required 
to execute the major functions of the business. 

^ For an enumeration of the functions of the chief executive, see Technique for 
the Chief Executive, ’’ by John H. Williams in the Bulletin of the Taylor Society, 
Vol. VII, p. 47. 
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4. The inspiration, leadership, and development of the major 
executives, and a source of refuge for counsel. To be tlie 
final source for the adjustment of such matters as may not 
be agreeably settled by other executives. 

These four major functions of the chief executive in setting standards 
will be briefly discussed. 

If the chief executive does not set definite standards for the vari- 
ous executives, he will not have an adequate measuring-stick by 
which to gauge the results which they accomplish. The executives who 
are being judged should be informed as to what is expected of them ; 
otherwise they have no basis for knowing whether or not the criticism 
is just. Likewise they have no way of knowing what is expected of 
them. There are many ways that the chief executive can use to 
convey to the executives the policies and the plans of the concern, and 
the means by which their progress is to be evaluated. Personal con- 
tact is possibly the most generally used method of conveying this 
information. Sometimes more than personal contact is needed tt) 
make the information effective. Everything necessary for the under- 
standing of policies, plans, and methods of judging efficiency should 
be written and the written information supplemented by ora! conversa- 
tion where necessary. The oral conversation should not add new 
material that is not later added to the written matter. The main pur- 
pose of the conference is to assure the chief executive that the ideas 
expressed in writing are understood properly. 

Interpretation of Policies. — Ihe policies of the enterprise should 
be established by the legislative or policy corps, but the interpretation 
of these policies in terms of the concrete problems of the enterprise 
should be left to the chief executive or to the properly constituted 
executives. 

The policies of the concern should be in writing so that they may 
be understood readily by those who are to apply them in the conduct 
of the business. Likewise the interpretation of the policies should 
be in writing and made available to those who require the data for the 
execution of their work, or for information. The pertinent facts in 
prticular cases which give rise to the interpretation of policies should 
be written and made available. The reasons for the interpretation 
of policies in certain ways should be stated dearly. 

An objection to this kind of procedure is that it requires too much 
time and expense to write out the necessary information, and consumes 
too much of the executive’s time in consulting the "experience book.” 
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The criticism, however, leaves out of consideration the saving of time 
and of expense that results from having found ^The one best way’' 
to do things, and having the information where it can be made use 
of without having to make a risky decision on the spur of the moment. 
The experience of the concern, and that of others, is thus made avail- 
able for use instead of being stored in the brain of some executive, 
where it may be destroyed by death, resignation, forgetfulness, lack of 
perspective, or indisposition to make it available for use. If the policies 
and their interpretation are made available for use, the enterprise will 
be in a position to make the best use of wise leadership. In this man- 
ner, the art of leadership may be transmitted to others through the 
science of management. From such a procedure it appears that the 
leaders who have been able to benefit by the experiences of others 
should be better leaders than their benefactors. 

Policies in Terms of Objectives, — The chief executive must 
translate the policies of the business into objectives which he expresses 
in terms of plans for action. The policies which the policy corps estab- 
lishes for the business may not be capable of full expression in the 
form of expected results. Wise policies are, however, often capable 
of accurate expression that will hold good over a number of years. For 
this reason the board of directors should set up standards for per- 
formance as far in advance of operation as seems feasible. These 
standards will be in terms of the objectives of the business. 

The standards which are set up for a business are often subject 
to revision before the predetermination becomes an adequate standard. 
In predetermination in business there are usually some factors over 
which no adequate control. can be had, so that an adjustment of the 
standard must be made before an accurate appraisal of results can 
be completed. For example, profit standards may be subject to the 
influences of '^general business" conditions. If the forecast of “general 
business" conditions be in error, the standard must be adjusted to 
take account of this variation. 

The chief executive must coordinate properly the various objectives 
of the business. Coordination has to do with the proper balance in 
activities. Every major function and its minor functions should be in 
balance in the organization. Coordination is obtained from the intelli- 
gent use of standards and records. Business success is seldom pos- 
sible, in a sizable concern, unless the proper accounting tools are used 
to help the chief executive keep the various activities in balance. The 
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failure of several large enterprises has been attributed to the lack of 
coordination, and much waste in business is caused by it. 

In translating the policies of a business into objectives, ways and 
means must be provided to express the objectives in terms of money, 
men, materials, and machines. To accomplish this, the chief executive 
must be assisted by a corps of executives and assistants. Each major 
executive should have standards by which performance may be judged. 
The budget is a serviceable means for expressing standards in an 
easily comprehensible form. Each major budget should be supi)orted 
by properly dr£wn main budgets, so that every activity of any sig- 
nificant magnitude may be controlled properly. 

Since the chief executive is the official through wdiom the various 
functions of the standards and the records are performed, a cpiestiou 
may be raised as to how the policy corps can set up standards for 
performance. It may appear that the policy corps would simply 
approve the budget and accept the chief executive’s explanation of the 
variations in the former standards. The board of directors that fol- 
lows such a course is not performing the function of a progressive 
policy corps. The tentative budget forecast should be prepared by 
the chief executive, the executives, and the assistants, and it should be 
the best forecast that they can make. If the board of directors is 
composed of able administrators, they will soon be able to tell whether 
or not they wish to commit themselves to the proposed program. I f 
the proposed program is at variance with the data wdiich the adminis- 
trators have, they should not hesitate to revise the budget in the light 
of the proposed standards. It is for this reason that the chief executive 
should not be the chairman of the board of directors in a well-organized 
concern. The administrative corps that establishes general policies 
without reference to specific results expected, is not, from the view])oint 
of the organization principles here used, performing true functions. 

Employment of Major Executives.— The chief executive in a 
sizable concern has need of a few major executives to coordinate the 
work of other specialists. Many chief executives attach a great deal 
of importance to this function of selecting major executives. The 
century-old cry of “Come up, there is plenty of room at the top !” has 
not made a great deal of impression upon many minor executives, if 
we may be permitted to judge from the apparent consensus of opinion 
-among chief executives of today. They often complain of the scarcity 
of good major executives. 
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There are three types of policies, with regard to the employment 
of major and minor executives, which are set forth as follows: 

1, Selection from within the organization. 

2, Selection from without the organization. 

3, Selection from within or from without the organization. 

Some large organizations have a very definite policy of selecting 
executives from within their own ranks. In such an organization the 
chief executive may have a very limited number from which to make 
selections. (Since promotion is most generally ve?y gradual, and 
opportunities are offered to those who have seniority in service and 
are reasonably good executives, the chief executive usually finds him- 
self choosing his major executives from those who have been with 
the concern from twenty to thirty years. An executive in a smaller 
concern, no matter how good, would find no encouragement if he 
offered his services to the chief executive or a major executive of such 
a concern. In fact, he might not be able to get into the organization 
under any conditions. This is likewise largely true of staff men and 
technicians of various kinds. 

A fundamental criticism of such a policy is that many of the 
most promising junior executives leave such a concern as soon as 
they have a good opportunity to do so. Promotion is entirely too slow 
for them. This leaves the concern with a smaller and smaller number 
of executives from which to choose higher executives. The concern 
which follows such a policy hopes to create a morale in the organiza- 
tion that will offset this fundamental criticism. Whether it does or 
not, this criticism is largely an individual problem for accounting 
research and executive appraisal. 

Some concerns so seldom promote those within the organization 
to high ranks that such a concern may be said to promote from the 
outside of the enterprise. This is often the policy of fast-growing 
and highly profitable concerns. The chief executive of such a busi- 
ness is almost constantly on the lookout for those whom he believes 
will be able to execute his plans with success. This kind of policy 
causes a heavy drain upon the executive personnel of other concerns. 
A number of businesses that have grown into national prominence 
during the last ten years have followed this policy. This type of 
policy is likewise defective if employed for too long a time. 

The policy of employing executives by specifications is a third 
type of labor policy. Here the chief executive is not so much 
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interested in whether the executive comes from within or from with- 
out the organization as he is interested in the qualifications and probable 
success of the prospective executive. 

It may be observed that a study of the policies of over fifty of our 
sizable corporations reveals that without exception the corporations, 
while getting established, followed the second policy. After the busi- 
ness had increased to considerable magnitude, the third policy was 
pursued. The concerns studied, which have advanced to the rank of 
great corporations, now employ the first policy mentioned above. 

Whatever the policy pursued as to where the executives are to 
come from, the chief executive still has the problem of selecting the 
major executives to assist him in formulating and executing the plans. 
The chief executive, if his accounting information has been properly 
presented, will have a good check upon certain of the qualities of the 
executives that come from within the organization. The executive that 
comes from without the organization can be tested in the same way. 

Leadership of the Chief Executive. — In a sizable concern, a 
large portion of the chief executive’s time and energy will he devoted 
to his major executives. The larger plans of the concern cannot be 
carried out, in a satisfactory manner, unless the full cooperation of 
each major executive is secured. This cooperation is sectired best by 
leadership. It can be obtained usually from major executives by the 
presentation of plans which are supported by good reasons. Tlie 
major executives are usually people who have considerable pride in 
their work. Best results usually come from inspiration. The drive 
method is destructive of executive pride and is not the attribute of 
a true leader. 

Sometimes the chief executive has a great deal of trouble in getting 
major executives that approximate his desired specifications. There 
is a constant change in the personnel of major and minor executives. 
A considerable amount of the chief executive’s time is .spent in 
training major executives for their jobs. Much time and energy will 
usually be conserved if the organization is established along the proper 
lines. ^ Executives should be developed along si>ecialized lines as far 
as it is possible to do so. This makes for economy in operation, and 
makes the specifications for major executives less imposing. 

In the conduct of a business there are many problems that are 
discouraging which the major executives must face. The major execu- 
tives need some one with whom they can talk of their problems, and 
from whom they can get counsel. This job falls upon the chief 
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executive. An illustration will make this point clear. A production 
executive in charge of the drilling operations of an oil company became 
very discouraged and offered his resignation. The chief executive 
already knew his troubles. The production man was interested solely 
in getting wells drilled. He never made use of records and had a 
bitter prejudice against them. The company’s books showed many 
thousands of dollars invested in equipment at certain locations which 
was not there, and much development work in other locations with very 
little equipment. A physical inventory of all equipment was several 
hundred thousand dollars short of what the chief executive thought it 
should be. His methods of operation cost the company between four 
and five hundred thousand dollars of unnecessary expenses, which the 
chief executive wanted to stop. The manager in charge of drilling 
was, however, too valuable to lose, if his methods could be changed. 
The chief executive detailed his weakness to him but offered to keep 
him if he would correct these weaknesses. This was done with such 
tact and leadership ability that the manager in charge of production 
resolved to make good with the chief executive. He agreed to stay 
with the company six months longer, during which time a member 
of the planning and records department was to be with him constantly, 
while at work, and help develop his knowledge in phases of the work 
in which he was weak. By the time the six months were up the pro- 
duction manager had been sold thoroughly as to the needs of plans 
which could be used as a check on performance. His methods now 
permitted him to do his job — the drilling of wells in a hurry — ^better 
than ever before, and at a very considerable saving to the company. 

Sometimes problems arise from the interrelated activities of a 
concern that require the attention of the chief executive. For example, 
the manager of marketing and the manager of personnel may dis- 
agree upon the methods of training salesmen. This could cause much 
trouble if the chief executive did not secure the facts back of each 
manager’s contentions and, with these facts, adjust the misunder- 
standing between the major executives. 

The Records Function. — In order that the various operations of 
the concern may be checked against the standards, it is necessary to 
provide proper ways and proper means for ascertaining the results 
of operations in terms of the standards. From records so kept, it is 
possible to ascertain causes for variation between standards and accom- 
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plishments. In performing the records function, the chief executive 
should do the following: 

1. Keep informed as to the accomplishments of each major 
executive; to see that the business is properly coordinated, 
and to see that each major executive understands the rela- 
tionship of each major function of the business to the busi- 
ness as a w'hole. 

2. Appraise the accomplishments of each major function of 
the business in terms of the standards set. A pr()])er allow- 
ance for adjustments in the standard should he made where 
necessary. 

A duty of the standards and the records function is to supply the 
information on which executive decisions are to be made. This infor- 
mation should be in a readily understandable form, preferably on 
charts and graphs, and properly supported reports. 

Unless the accomplishments of each major executive be kept in 
terms of the standards set, it would be practically impossible for the 
chief executive to gauge intelligently the results accomplished by each 
major executive. The business as a whole may be making satisfactory 
profits despite the fact that many operations may be carried on in a 
most unsatisfactory way. This enables the chief executives to see how 
accomplishment compares with standards, and to concentrate his atten- 
tion on the weak places in performance. The major executives some- 
times boost their own functions so that they lose the proper per- 
spective in the business. The chief executive should not be unmind fit! 
of this problem of internal relationship. When records are kept 
which show the relative position of each department of the business, 
the chi^f executive will have little difficulty in getting the different 
executives to see the interrelationships that exist. 

The real basis for action by the chief executive is a scientific knowl- 
edge of the facts, which must be properly interpreted in the light of the 
fundamental policies of the business. The standards and records 
function should provide the chief executive with the basic data xtpon 
which executive decisions are to be made. 

Organization for Control. — The chief executive, in carrying out 
his functions, must so organize the various functions of the business 
that the standards and records can be made and used in an orderly 
manner. The type of organization may proceed along functional 
i^lines somewhat a^ shpw^ in Figure The phief executive makes 
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use of standards and records to weigh the procurement, the personnel, 
and the marketing functions. This is done by a series of scales which 
will register results in terms of standards. Each of these major func- 
tions may weigh the various functions into which it may be subdivided. 
The standards and the accomplishments of the chief executive, and 
those under him, may be set forth in the standards and records. 
Through the controller the chief executive accomplishes much of his 
work; namely, the appraisal of the results to be accomplished and the 
results accomplished. Through the controller he has ways and means 
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Figure ii. Top Organization for Control. 


for knowing whether or not the plans were carried out, together with 
the causes for variation between the standards and the results. 

The chief executive can see by his scales whether or not those 
under his direction are performing their duties properly. By this 
means the chief executive can keep the various activities of the business 
in balance. The finances of the business are here conceived of as being 
a part of standards and records. The organization of the business 
should be such that the three major functions may be recorded in terms 
of standards, and financial standards are exceedingly important in the 
conduct of a successful business. 

Reports for the Chief Executive. — ^The particular kinds of 
reports which the chief executive requires to keep himself properly 
infprmed will vary considerably according to the type and the size 
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of the business. In a fairly large concern, the chief executive may 
require monthly budgets of several kinds; namely, budget of marlcct- 
ing, budget of procurement, budget of labor, budget of cash rctiuirc- 
ments, and the corresponding statements of attainment. These state- 
ments should analyze critically all of the different operations in cmn- 
pai-ison with the forecast. The chief executive may also recpiire varicjus 
.kinds of statistical reports so that he may be able to determine whether 
or not the forecasts of performance are properly set forth in per- 
formance. 

The chief executive requires ail of the separate budgets combined 
into two main budgets, and performance should be in terms of the 
budgets. The balance sheet budget and the profit and loss budget pro- 
vide the chief instruments for the control of an enterprise. A chief 
executive who does not have a fairly good idea of what is likely to 
happen to the business in the not too distant future, has no adcquafc 
means of control of his business. Forecasts must be compared with 
accomplishments so that the chief executive can know whether or 
not his means of control are effective. 

The contents of the reports which the chief executive receives 
should be such that he may get an immediate visual picture of what 
has and is taking place. A busy executive does not have the time to 
interpret a report that requires a considerable knowledge of the exact 
nature of the figures back of the report. For this reason, the con- 
troller who is able to interpret the reports which he prepares will find 
his services of a greater value to the executives than a controller w'ho 
is not able to interpret the data which he prepares. Some chief execu- 
tives will not give any consideration to statements and reports that 
have not previously received the consideration of the controller. Such 
a precaution on the part of the executives would save many costly 
mistakes due to basing decisions upon inadequate, false, and otherwise 
defective information. Since reports come indirectly to the chief ex- 
ecutive from many sources, the chief executive should be cautious to 
see that each report has received adequate consideration from vari- 
ous technicians before he makes his decision in the matter. For ex- 
ample, suppose that the chief executive is urged by the factory man- 
ager to increase the production of a given article because the latter 
thinks that it could be done at a profit. This is a question which 
would affect other functions of the concern, and the chief executive 
should not be .asked to pass upon the question until the reports of sev- 
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Figure 12. The Gantt Chart, 




90 ACCOUNTING FOR EXECUTIVE CONTROL 

eral interdependent functions have been analyzed and stated in the 

light of the business as a whole. 

Charts for the Chief Executive. — Since the chief executive is 
interested mainly in the relationships in management, charts and graphs 
may accomplish this purpose better than any other means. Details 
in reports often tend to obscure the main features and facts which 
the report was intended to amplify. Charts may be prepared which 
will show the executive more at a glance than he would secure from a 
very lengthy report even if he took the time to read it thoroughly. 
Some executives prefer to chart the main facts of the business and 
refer to these charts when they wish to refresh their memory of cer- 
tain facts instead of the reports from which the charts were con- 
structed. 

The Gantt Progress Chart is a useful chart on which to chart cer- 
tain budget and performance data. The horizontal axis of the chart 
may represent one or more facts; the same is true of the vertical axis. 
Thus the horizontal axis may represent time, budget forecast, and 
accomplishment, as shown in Figure 12. The horizontal performance 
lines show the relationship in time of accomplishment to the forecast. 
Here the sales, cost of sales, gross profits, sales expense, general ex- 
pense, and net operating profit is shown as a budget and as a per- 
formance. The same is true for the inventory and excess current 
assets. Any other type of progress data that the chief executive 
may desire charted can be shown on such a chart. Such a chart shows 
the plan in comparison to performance, and in a broad w^ay the co- 
ordination of the activities is brought to the attention of the chief 
executive. 

The arithmetical and the semi-log charts are shown in Figure 13. 
The arithmetical chart is drawn so that equal distance on an axis will 
represent equal values. Thus, each space between o and 150 is of 
equal value. The semi-log chart is based upon logarithms (Y axis 
here) and equal space does not represent equal value. Observe that 
the sales increased from 100 to 150 or 50 per cent; that cost increased 
from 50 to 100, or 100 per cent; that the profits decreased from 30 
to 10, or 66 2/3 per cent. On the arithmetical scale the cost and the 
s^es lines are parallel, while on the semi-log chart they are not. The 
and the expense lines are parallel on the semi-log chart ; but on 

t ithmetical scale there is a wide difference in slope. From this 
1 be observed that the semi-log chart shows increases or de- 
s in percentages readily, while the arithmetical chart obscures 
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this fact. Each of these charts has important uses. In comparing- 
absolute amounts, the arithmetical chart is the one to use. If rela- 
tionships are more important than amounts, which is often true from 
the viewpoint of the chief executive, the semi-log chart should be 
used. If, for example, sales and costs were to increase in a straight 
line, they would cross in 1934 on the semi-log chart, while on the 
arithmetical chart they would remain parallel. Observe the slo])es of 
the lines on the two charts. 

It is relatively easy to draw erroneous conclusions as to just what 
is happening in a business when the arithmetical charts are used, unless 
considerable care is taken to watch the percentages as well as the 
amounts on arithmetical charts. 

Mr. Erskine ^ says of small concerns : 

They think only of amounts and never in percentages. When snic.s can he 
increased by an increase in the amount of expenses without inerc.-ising the 
expense ratio, they seldom appreciate the opportunity. When new inadiiiK-; 
or new methods will justify the scrapping of old equipment, they m;iy never 
realize it. 

One remedy for this failing is the wise use of the proper chart. 

Interpretation of Causes for Variation — In the previous cha]>ter 
the board of directors set up a budget for the guidance of the chief 
executive. The chief executive should render a report covering the 
operations in terms of the budget, and show the causes for failure to 
secure the results forecast. In this case the forecast is taken to be 
the standard of attainment, and the causes for failure to secure the 
results forecast are to be accounted for in units, prices, and amounts. 
It should be emphasized that the “causes” for failure to accomplish 
the predetermined results are not necessarily the “final” causes. In 
some cases, “causes” may mean that an accounting has been made of 
the reasons for variation. For example, if the sales forecast, Table 
II, is for 380 units at $650 each, or $247,000, and the performance 
is the sale of 385 units at $650 each, or $250,250, the “causes” for 
variation is that 5 additional units at $650 each has been sold. This is 
not an explanation of “causes” for the sale of five more units than 
were forecast. The reason for this latter variation may be accounted 
for as partly due to failure to predict business conditions properly, 
and partly to superior salesmanship, and other causes over which the 
business has no control. Take, for example, the cost of sales. Here 

' A. R. Erskine, president, the Studebaker Corporation, Manufacturing News, May 
3 , 1924, P. 23. 
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the ‘'causes’’ for variation, as shown in Tables 13, 14, and 15, are 
numerous, each item of which may be shown in variations due to 
units and prices. If it is desired to know why labor varied from 
standard, the “causes” may be found as due to hours or wages, or 
both hours and wages. If we wish to know why the hours were 
more, it may be shown that the causes for this variation were due 
to increases or decreases in controllable and uncontrollable items such 
as lack of materials, lack of repairs, lack of help, lack of instructions, 
or due to failure in performance. The chief executive should know, 
within practical limits, the final causes for every vafiation that may 
take place between the budget and the performance, and an appraisal 
should be made of each cause to which a value can be assigned. This 
will serve as a basis for rating performance. The directors, too, will 
be interested in knowing the final cause for variation, and the chief 
executive should be able to explain the ultimate causes of the sig- 
nificant variations to them. The causes for variation should be as- 
sayed against those responsible for the variations, whether they be 
major or minor executives, employees, or conditions over which 
neither executives nor employees had control It is beyond the scope 
of this chapter to demonstrate how this may be done in certain cases, 
but the causes for variation between the budgets and the actual per- 
formance will be illustrated in the case of the X Manufacturing Com- 
pany. 

The X Manufacturing Company. — In Table 10, the budget bal- 
ance sheet and the actual balance sheet is set forth. The relative profit 
and loss statements are shown in Table ii. The forecast of surplus 
net profits was $679.22 in excess of accomplishment. This was 
brought about by an increase of sales of $3250, an increase in the 
cost of sales of $1,797.82, an increase in sales expense of $1664, 
increase in management and general expense of $267.50, which re- 
sulted in a net operating profit decrease of $479.32. These variations 
in net profit are explained in Table 12, as due to units and to prices. 
Thus, the operating profit was increased by $250.53 due to an in- 
crease of five units in sales, at standard prices. The operating profit 
was decreased by variations due to price increases over standard prices 
in the amount of $729.85. The variations in operating profits were 
due to several causes. Table 14 shows the variations in the procure- 
ment items, and Table 13 shows the variations due to variations in the 
cost of goods sold. For example, the reason why depreciation varied 
is that a standard rate of $5.10 per unit was charged, and eleven 
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more units were produced than were forecast. There were six ad- 
ditional units in the final inventory, and the actual cost of the items in 
the final inventory was $73.60 in excess of the forecast vStandard cost. 

The procurement statement, Table 14, wshows that the additional 
units at standard cost was $3,565.32 and that price variations amounted 
to $224.56. It should be observed that the ''actuar’ figures represent 
many increases and many decreases. For example, the direct labor 
was $1,546.42 in excess of the standard. The cause for this varia- 
tion was that ii additional units were produced, which, at standard 
cost, amount to*$i,3i3.84; and the 411 units were produced at $0.58, 
or $232.58, in excess' of standard. Are these ‘‘actual” causes for 
variation? No, they are not; because no consideration is given to 
the increases and decreases in actual cost over standard cost. To de- 
termine ultimate causes the labor budget would have to be analyzed 
by departments, and possibly by individual workmen, to see that the 
results they obtained were in accordance with the standard, and that 
any “causes” for variation were observed. As an executive tool, this 
latter analysis is of the greatest importance. For the most part, this 

TABLE 10 

The Comparative Budget and Actual Balance vSheets of the X 
Manufacturing Company 




Balance 

Sheets 



Jan. I, ig27 

Feb. J, ig2f 

Feb. J, IQ 2 ^ 

Increase 

Assels 

Actual 

Budget 

Actual 

Decrease* 

Cash 

$ 12,420 00 

$ 32,078.20 

$ 26,725.61 

$5,. 3.52. 59 * 

Accounts receivable 

120,250.00 

103 » ^50. 00 

104,790.01 

940.01 

Inventories 

69,330.00 

74,532 .<55 

78,134.81 

3 , 602 . i 6 

Plant and equipment. ....... 

152,500.00 

152,500,00 

J52,5(x>.oo 


Other assets 

18,340.00 

19,200.00 

19,210.00 

10.00 

Deferred charges 

3,860.00 

4,200.00 

4 » 3 i 5 .oo 

115 (K> 

Total 

$376,700.00 

$386,360.85 

$385. <>75 .43 

$ 685.42* 

Liabilities and Net Worth 





Accounts payable 

$ 8,250.00 

$ 9,300,00 

$ 9. 325 -50 

$ 25.50 

Accrued expenses 

3,670.00 

3,800.00 

3,801 .60 

1 .60 

Reserve, plant, and equipment 

28,900.00 

31,310.00 

31,366.10 

56.10 

Capital stock 

250,000.00 

250,000 00 

250,000.00 


Surplus 

80,560.00 

86,450.85 

85,771 -fist 

679.22* 

Overabsorbed burden- ... 

5,320.00 

5,500.00 

5,410.60 

89.40* 

Total 

$376,700.00 

$386,360.85 : 

$ 385,675.43 

$ 685.42* 


t See Table ii. 
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TABLE u 

The Comparative Budget and Actual Profit and Loss Statement of 


THE X Manufacturing Company 

January, 1027 January, 1Q27 

Budget Actual Increa'^e 

Items Umts Price Amount Units Price Amount Decrease^ 

Sales 380 $650 00 $247,000 00 38s $650 00 $250,250 00 $3,250,001 

Cost of sales 380 329 0925 125,055.15 385 329 4882 126,852 97 1,792.82 

Gross profit 380 320.9075 121,944 85 385 320 51x8 123,397 03 1,452.18 

Sales expense 380 225 00 85,500.00 385 226 40 87,164,00 1,664.00 

Management and general. . 380 45 80 17,404.00 385 45 90 ^17,671 50 267 50 

Total 380 270 80 102,904 00 38s 272 30 104,835.50 1,931 50 

Net operating profit 380 50 I 07 S 19,040 85 385 48.2118 18,561 53 479 - 32 * 

Other income, add 14,560 00 14,210.60 349 40* 

Other expense, deduct 15,210.00 15,060.50 149 SO* 

Net deductions 650 00 849.90 i99-90 

Surplus net profits 18,390.85 I 7 , 7 ii 63 679 22* 

Dividends 12,500 00 12,500 00 -0- 

Balance to surplus $ 5,890.85 $ 5,211.63^ $679 22* 


fSee Table 12, for causes for variations. 

% See Table 10. 

TABLE 12 

Variations Between the Budget and the Actual Profit and Loss State- 
ment OF THE X Manufacturing Company 

Variations in Net Profits^ January, IQ27 
Due to Units Due to Prices Total 

Variations in Umts Price Amount Umts Price Amount Amount 


Sales 5 $650 00 $3,250.00 385 -o- -o- $3,250.00 

Costofsales 5 3290925 I1645.47 385 $03957 $15235 i,797-B2 

Grossprofit 5 $320.9075 1,604.53 3^5 0.3957 152 35* 1,452.18 

Sales expense 5 225.00 1,125.00 385 1.40 539-00 1,664.00 

Management 

expense 5 45 -Bo 229 00 385 .10 3B.50 267.50 

Total 5 $270 80 $ 1,354 00 385 $i 50 $577 50 $1,931 50 

Operating profit $250.53 $729 B5* $ 479 32* 

N et reductions - 199-90 

Balance to surplus t$ 679 . 22 * 


t See Table 11. 
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TABLE 13 

Comparison of the Budget and Actual Cost of Goods Sold of the X 
Manufacturing Company 


Cost of Goods Sold Var{atio7ts 

Budget, January, 1927 Actual, January, 1027 htcrease 

Items Umts Prtce Amount Units Price Amount Decrease-'^ 

Inventory at beginning .. . 170 $328 80 $ 55,896,00 170 $328.80 $ 55*896. 00 

Procurement budget 390 324.12 126,406.80 401 324.68 130,196.68 $3,789.88! 

Depreciation 390 5 'i 9 1,989.60 46I 5 >tO 2,045*10 56.10 

Total 560 329.0925 184.291.80 571 329.4882 188,137.78 3,845.98 

Lessrfinalinventory...^. 180 329.0925 59.236.65 186 329.4882 61. 284. Hr 2,048.16! 

Cost of goods sold 380 $329.0925 $125,055.15 38s $320.4882 $126,852.97 $1,797.82 


Variations 

Due to Units Due to Prices 'Paial 

Items Units Prtce Amount Units Price Amount Amount 

Procurement ii I324.12 $ 3 , 565.32 401 $0.56 $224.56 $3,789.88 

Depreciation ii S-io 56.10 401 -0- ““O" S6,ro 


Total II 329 0925 3,621.42 401 0.5600 224.56 3,845.98 

Less: final inventory 6 329.0925 1,974.56 186 0,4882 73*60 2,048.16 


Cost of goods sold., 5 $329.0925 $1,648.86 38$ $0.3921 $150.96 $1,797.82 


tSee Table 15. 
tSee Table 13. 

would be a problem of the major and minor executives, and for that 
reason it is explained elsewhere. For administrative and nuinagcnient 
use, however, these somewhat remote causes are of consideraI)lc impor- 
tance. If the standards of performance, upon which the budget is 
based, are high and performance approximates the budget, the admin- 
istrators and the chief executives may rest assured that the ultitnate 
causes are not likely to be far removed from the “caused” causes. 

In Table 17 a comparison is made of the cash position of the 
company. The cash is short of the forecast by $5,352.59. This is 
largely explained by the previous tables. The accounts receivable 
forecast, when allowance is made for the increase in sales, was almost 
perfect. Other assets were only $10 over the forecast, and other 
charges were $149.50 short of the forecast. The remaining items, if 
the classification in each case is the same, are of little importance. 

The illustration of the X Manufacturing Company is simple and 
only an introduction to the use to which accounting may be put for 
administrative and management purposes. The illustration is for a 
single month, but should, in a similar manner, be extended for as long 
a period in advance as is considered worth while. 
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TABLE 14 

Comparison of the Budget and the Actual Procurement Statement of 
THE X Manufacturing Company 


Increase Budget, January, 1027 Actual, January, JQ27 

over 


Procurement Items 

Budget 

Umts 

Price 

Amount 

Units 

Price 

Amount 

Labor Budget: 








Direct labor 

. . . 11,546.42 

390 

$119 44 

$46,581 60 

401 

$120 02 

$ 48,128 02 

Indirect labor 

619.01 

390 

55-18 

21,520.20 

401 

55 21 

22,139.21 

Total 

. .. 2,165.43 

390 

174.62 

68,101 .80 

401 

175.23 

70,267 23 

Material Budget: 





n 



Direct materials 

628.50 

390 

58 23 

22,709.70 

401 

58 .20 

23,338 20 

Indirect materials 

361.73 

390 

32.52 

12,682.80 

401 

32.53 

13,044 53 

Total 

990.23 

390 

90.75 

35.392.50 

401 

90.73 

36,382 73 

Factory expense Budget 

634.22 

390 

58.75 

22,912.50 

401 

58.72 

23,546 72 

Total procurement 

. . . ^3.789 88 

390 

$324.12 

$126,406 80 

401 

$324.68 

$130,196.68 





Variations 





Total 


Due to Units 


Due to Prices 

Procurement Items 

Amount 

Units 

Price 

Amount 

Umts 

Price 

Amount 

Labor Budget: 








Direct labor 

. . . $1,546.42 

II 

$119.44 

$1,313.84 

401 

$0.58 

$232.58 

Indirect labor 

619.01 

II 

55.18 

606 98 

401 

03 

12 03 

Total 

. . . 2,16s 43 

II 

174.62 

1,920 82 

401 

0.61 

244 61 

Material Budget: 








Direct materials 

628 50 

11 

58.23 

640 53 

401 

0.03* 

12 03* 

Indirect materials 

361.73 

11 

32.52 

357.72 

401 

0 01 

4 01 

Total 

990.23 

11 

90.75 

998.25 

401 

0.02* 

8 02"^* 

Factory expense 

634.22 

II 

58.75 

646.25 

401 

0.03* 

12.03* 

Total 

... $3,789.88 

II 

$324.12 

$3,565.32 

401 

$0 56 

$224.56 


Sources of Information. — The chief executive has many sources 
from which information may be drawn, from the inside and from the 
outside of the business. The various executives, staff assistants, and 
employees are continually being drawn upon for information, and for 
that reason much of the information which the chief executive secures 
from accounting will be considered in the remaining chapters of this 
work. Of course the chief executive, in performing his true function, 
will not consider very many of the details of the accounting data. He 
should, however, understand its general nature. 

Rating Executives. — In fairness to the major and the minor 
executives the chief executive should have a definite rating scale for 
the major executives and require them to rate their executives, and these 
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TABLE 15 

Comparison of the Budget and Actual Inventory of the X 
Manufacturing Company 



Increase 


January, 1927 


January, 1927 


over 


Budget 


A dual 

Items 

Budget 

Units 

Price 

Amount 

Vmls 

Price 

A mount 

Inventory Budget; 








At beginning; 








Finished 


59 

I328.80 

$ 19 , 399-20 




In process 


111 

328 80 

36,406.80 




Total 

-0- 

170 

$328 80 

te, 806.00 

170 

$328.80 

^55 ,8(/j .00 

At end: 








Finished 

... ^1,598.13 

75 

$ 32 g 0925 

124,761 04 

80 


^26,350.07 

In process 

451 03 

lOS 

329 0925 

34,474.71 

106 


34,025.74 

Total 

. . . ^2,048.16 

180 

$329^0925 

$59,236,65 

X86 

|! 320.4882 

|6i ,284.81 

Increase in finished and 

in 







process inventory 

. . . 12,048,16 

10 


$ 3,340.65 

16 


$ 5,388.81 

Raw materials: 








Beginning 

-0- 



113,434.00 



$13,434.00 

End 

. .. I1.ss4.oo 



15.206.00 



16,850.00 

Increase 

. . . $l,SSA .00 



$ 1,862.00 



$ 3,416 00 

Total inventory: 








Beginning 

. . . -o- 



69,330 00 



69.3,^0.00 

End 

. .. 3,602.16 



74,532.65 



7 «,i 34 . 8 r 

Total increase 

, . . ^3.602.16 



$ 5,202.65 



$ 8,804.81 


TABLE 16 

Analysis of Causes for Varlition in Inventory 

Inventory 

to Units Due to Prices Total 


Variations in 

Units Price 

Amount 

Units 

Price 

A mount 

Amount 

Inventory at end: 







Finished 

5 $329.0925 

$t ,645.46 

80 

$o .,3957 

$ 3 i -(>5 

$1,677.11 

In process 

I 329 0925 

329 10 

106 

0-3957 

4 L 95 

371.05 

Total 

6 $329.0925 

?i .974 56 

186 

$ 0-3957 

$73.60 

12,048 . 16t 

Raw materials 


1,54400 




I, .554-00 

T otal variations . . 


$3,528.56 



$73-60 

602, 16 


t See Table 13. 

executives in turn rate theirs, and so on throughout the organization. 
Among the various data, that the individual chief executive may think 
necessaty to consider in rating major executives, should be found an 
evaluation of each major executive’s ability to measure up to properly 
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TABLE 17 

Comparison of the Budget and Actual Cash Statement of the X 
Manufacturing Company 
JRECEIPTS 

Increase 


Items 

Budget 

Amount 

Actual 

Amount 

Decrease^ 

Cash 

Expected to collect : 

Accounts receivable . 

Sales . 

Other income ... . . 

$120,250.00 
247,000 00 
14,560 00 

$ 12,420.00 

$120,250.00 
250,250.00 
14,210 60 

$ 12,420.00 

-0- 

-0- 

$3,250.00 
349 40* 

Total 

$381,810 00 


$384,710.60 


$2, goo 60 

Less: 

Accounts receivable 

Bad debts 

Other assets 

103,850 00 
1,250 00 
860 00 


$104,790.01 

1,250.00 

870,00 


940 01* 
-0- 

10 00* 

Total 

$105,960 00 

$275,850 00 

$106,910.01 

$277,800.59 

$ 950.01* 

Total 


$288,270 00 


$290,220 59 

$ 1,950 59 * 


DISBURSEMENTS 




Procurement Budget 

Selling expense 

Management and general expense . 

Other charges 

Increase in raw materials 

Deferred charges 

$126,406.80 
85,500 00 

17 , 404-00 

13,960 00 
1,862 .00 
340.00 


$130,196 68 
87,164 00 
17,671 so 
13,810.50 
3,416 00 
455 00 


$3,789.88 

I , 664 . 00 
267.50 
149.50* 

1 , 554-00 

115 00 

Total 

$245,472 .80 


$252,713 .68 


$7,240 88 

Less: 

Accounts payable 

Accrued expense 

Overabsorbed burden 

Depreciation 

1,050.00 

130.00 

180.00 

421.00 


1,075 SO 
131 60 
90.60 
421 .00 


25.50* 
I 60* 
89.40 
-0- 

Total 

$ 1,781.00 

$243,691.80 

$ 1,718.70 

$250,994.98 

$ 62.30 

Dividends 

Cash balance, Feb. i, 1927 


12,500.00 
32,078 .20 


12,500.00 

26,725.61 

$ 5 , 352 . 59 * 


Total.... 11288,270.00 $290,220 59 $1,950.59 


drawn budgets. If it is possible for the chief executive to relate his 
business to that of some reliable business curve, he will have a reliable 
check upon his budgets. In such a case he may place a great deal of 
confidence in his budget as a basis for judging his major executives. 
When his budgets are in the nature of 'Tough'^ estimates he cannot 
place much confidence in them as a reasonable basis for judging ef- 
ficiency, but he may greatly benefit by knowing the various factors 
involved in the reasons why the predetermined results were not se- 
cured. Other data on rating executives will be found in the following 
chapters. 



CHAPTER VII 


ACCOUNTING AS AN AID TO THE MANAGER OF 
STANDARDS AND RECORDS 

The Manager of Standards and Records. — The manager of 
standards and records is known by another name — ^that of controller. 
The controller is a right-hand man of the chief executive and the ad- 
ministrators, as well as of the managers. The chief executive is 
largely dependent upon the controller, and upon the organization which 
the controller heads, for most of the information which a wise execu- 
tive requires in forming business judgment. The controller is in 
charge of the “information” function of a business. In his files, or 
the general files, should be found all the information that an intelligent 
organization personnel requires to run a business in an orderly manner. 

The word “controller” has been used to carry the meaning of “one 
who controls.” He is a very different person from the individual 
who is no more than a head bookkeeper. The controller, if he func- 
tions properly, is one of the most valuable men in the organization. 

Functions of the Controller. — In business usage few words that 
refer to internal organization have a generally accepted meaning. For 
that reason it is often necessary to use common words in a technical 
sense. The word “function,” for example, is often thought of as 
something very definite, but two businesses may be organized along 
functional lines and have but little resemblance in the work done. It 
is always necessary to arrange the work of the various functions so 
that the personnel of the organization can perform the tasks. This 
grouping of functions is usually a practical matter. For best results, 
the organization should take place upon definite lines. Functions 
should be grouped so that duplicated effort, confusion, and errors will 
be at a minimum. 

Organization in this country, to some extent, seems to have fol- 
lowed along the lines of governmental organization ; namely, the prin- 
ciple of checks and balances. Closely related functions have been set 
off one against the other, with the result that a sort of bureaucracy has 
been built up. This form of organization does not permit of the most 
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economical management. In one business, for example, the book- 
keeping, the statistical, the finance departments and the auditing de- 
partments may be separate. The chief executive gets several kinds 
of information in which there is no reliability as to its coordination 
and comparability. Duplicated effort is found in every department. 
For example, the sales department keeps a record of sales, the finance 
department keeps a record of accounts receivable and accounts pay- 
able, the statistical department secures much information which might 
easily be found in the records of other departments, and the auditing 
department contents itself with the situation by malting an audit of 
the books in the bookkeeping department, which are the equivalent 
of the records of other departments. To cite all of the duplicated 
effort would merely add to the paradox of the situation. 

In order to secure, in the most economical manner, the informa- 
tion necessary for the conduct of a business enterprise, it is essential 
that all the functions which relate to standards and records, and the 
ways and means of making this information available for use, should 
be under the direction of one whom we may designate as the controller. 
The truth of this statement may be verified by the experience of some 
of the well-managed concerns in this and other countries. It may 
be stated as a fundamental principle of good organization. 

A comparative study of the various functions performed by over 
twenty-five men who hold the title of controller or comptroller, re- 
veals that their duties were '^seized,^' so to speak. Most of these con- 
cerns are well known. Organization did not proceed along rational and 
logical lines, but each controller had broadened the scope of his ac- 
tivities from time to time, until he exercised most of the functions of 
what we conceive to be the functions of the controller. In practice, 
some controllers seem to desire to extend the scope of their activities 
as far as possible, even to assuming several of the functions of the 
chief executive. For this reason, an exposition of the duties of some 
prominent controllers would prove confusing. The functions of a 
controller and the duties which the man has who has the title of con- 
troller are very different. For illustration, a certain man has the title 
of controller. Originally he was a production man and an expert in 
the design and production of certain products. The chief executive 
and the procurement manager still value his services very highly as a 
production and design expert, and he devotes a considerable amount 
of his time to these fields. These duties, however, do not have any- 
thing to do with the functions of a controller. 
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What, then, are the functions of a controller? The answer to this 
question is largely a matter of concept. Mr. Guernsey ^ says that tlie 
duties of the controller are as follows : 

1. Protection of assets, in the interest of the stockholders or 
owners of the business, and, in the case of a corporation, 
the board’s source of uncolored, emotionless information. 

2. Operation of the controller’s group of departments includ- 
ing accounting, statistical, auditing, credit, and accounts re- 
ceivable, accounts payable, research and financial. lie must 
have charge of these departments in order to make sure 
that the information on which he relies for his facts is ab- 
solutely accurate. 

3. Devising and safeguarding of all accounting and other 
systems used in the entire organization, including cost ac- 
counting systems. 

4. Statistical portrayal of the facts; analysis, comparison, and 
forecasting of trends. 

5. Interpretation of the facts to others in the organization, in- 
cluding the managers of all operating departments. 

6. Seeing to it that the organization conforms to local, state, 
and federal laws, including tax laws. 

7. Research within and outside of business. 

8. Budgeting of sales, stocks, expenses, and finances. 

Mr. McKinsey says that the controller ''should have jurisdiction 
over accounting, budgeting, statistics, methods and standards, and or- 
ganization.” ^ The concepts of some prominent controllers are those 
that may be secured from a combination of the above-mentioned func- 
tions and duties.^ The specific duties of a controller are usually much 
affected by the size and the type of organization which he serves. This 
would not be true if we used the word "function” instead of the word 
"duty,” as these words are above defined. 

In Chapter IV the functions of accounting were set forth as those 
of providing (i) the standards and the records function, and (2) the 
ways and means of making the standards and the records function 

^John B. Guernsey, Controller, the Emporium, San Francisco, in Management 
and Administration, August, 1923, p. 198. 

^ J. 0 . McKinsey, Journal of Accountaney, April, 1925. 

^ Interviews with : C. A. Hess of American Telephone & Telegraph Company ; W. 
0 . Cutter of the U. S, Rubber Co, ; Ernest Katz of R. H. Macy h Co. ; C. W. Fin- 
ney, Worthington Pump k Machinery Corp.; and Mr. H. Butt of the Tide Water 
Oil Company, et ah 
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serve its purposes. If the controller is one who ‘^controls’^ certain 
activities of a concern, his functions must extend in every direction to 
such an extent that his authority will be coterminous with his respon- 
sibility. The specific major functions over which the controller should 
have jurisdiction are: the accounting function proper, organization 
problems and methods, office management, research within and with- 
out the concern, and ways and means of making these functions effec- 
tive. Of course, the controller usually will not be able to perform 
much of the actual work over which he has jurisdiction. The con- 
troller is the coordinator of the information of the conc'&rn. The chief 
executive is the coordinator of its activities. The controller will re- 
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Figure 14. Organization of the Controller’s Department. 


quire the services of several specialists whom he will place in charge 
of certain of his functions. 

Organization of the Controller’s Department. — The functional 
organization chart of a controller’s department is shown in Figure 14. 
It will be observed that the controller is called the manager of stand- 
ards and records, and that we defined accounting as consisting partly 
of standards and records. Accounting, in a broad sense, is interested 
in all the different phases of the controller’s work. The functions of 
the controller are not, however, the same as the functions of account- 
ing. It is not the function of accounting, for example, to provide 
ways and means for the office manager to accomplish his task, but 
the accounting function cannot be carried on properly unless the office 
manager does his job in an acceptable manner. There is a close 
interdependence between all of the functions of the controller and 
;he functions of accounting. It is for this reason that we need a man- 
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a<;er in charge of all the functions that are closely related to the stand- 
ards and the records. This same principle of organization should 
be followed in grouping all of the functions of a business. 

The cross-currents of authority and of responsibility in an organ- 
ization are strong even in the best type of organization. If a con- 
scious effort is not made to keep these cross-currents at a minimum, 
the business must suffer because of the lack of unanimity of purpose 
throughout the concern. The economy that conies from the spe- 
cialization of jobs may be negative if the work is not properly related 
and bound toother. This is where a manager is needed. 

The functions of the controller may be classified into two main 
groups : the direct functions and the indirect functions. Tn the or- 
ganization of the controller’s department, due consideration must be 
given to the geographic location of the various activities of the con- 
cern. If the operations are such that the standards and the rccord.s 
function may be administered satisfactorily under the direct super- 
vision of the controller, the line of control may be said to be direct, 
and the function a direct function. Where the operations are scat- 
tered so that many of the functions of the standards and the records 
must be performed under the supervision of officials other than the 
controller, the functions would be indirect. 

In performing the standards and records function in a concern that 
has branches, the controller will prescribe the ways and the means 
for the accounting work to be done. The representatives who carry on 
the work will be under the supervision of a branch manager, who is 
a functional representative of the controller. To illustrate, one con- 
troller has representatives in many parts of the world who perform 
the accounting work necessary for the operation of the local business. 

The Staff. — The controller has either direct or indirect functional 
control over staff men or technicians. It will be observed that the 
controller has either direct or indirect control of all staff men. This 
may appear to some readers as a novel idea. It has been the experi- 
ence of several large concerns that this is the best way to handle the 
staff question. Such a 'procedure, in a large organization, keeps a 
check on research, the value of the probable outcome of which is open 
to question. It also gives the controller and the chief executive a good 
opportunity to find out what “should be.” 

One case is known where the controller found that a number of 
technicians had spent years of time at good salaries and had consumed 
a considerable amount of supplies, in investigating matters which 
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were of negligible importance to the concern under any practical con- 
ditions. The objects of the research must offer a reasonable oppor- 
tunity to make profits for the concern or to render it services. If it does 
not do this, the research is of not enough practical importance to jus- 
tify the necessary expenditure of money to secure the results. Facts 
and the most economical ways and means of doing certain things some- 
times cost much more than the possible results could warrant. On 
the other hand, there are many facts and many ways and means of 
doing things, and many business enterprises could afford to spend 
considerable sums in finding out these things. The man who is capa- 
ble of being a controller should be the best man in the organization 
to find the facts about the practical value of the line of research con- 
templated. 

Of course the controller will not direct the actual research, other 
than in his own field, but in performing the functions of the con- 
troller he must play a prominent part in establishing the facts upon 
which standards are based. For illustration, suppose that the man- 
ager of the marketing function is convinced that the concern should 
put on an advertising campaign. The chief executive wishes facts 
upon the matter before deciding to spend a considerable sum in na- 
tional advertising. The research into such a problem involves an in- 
vestigation into the standards and records of the concern, both prospec- 
tive and actual. The controller may have in his files, or he may be able 
to secure from the files of other concerns, sufficient scientific facts upon 
which the question may be decided. The research into such a problem 
may have to be carried on largely by professional technicians, but in 
performing the control function the controller should be the best man 
in the organization to interpret the practical significance of the findings. 

In a large organization the staff may be headed by a technician 
specialist. This specialist may supervise the research work, but the 
lines of research should be evaluated by the controller and approved by 
the chief executive. The chief executive may direct that a certain line 
Df research be carried on under the direction of some major or minor 
executive whom he thinks could do the work creditably, but the con- 
iroller’s function should not be lost sight of in the cross-currents of 
he tasks. For example, research Into certain fabrication processes may 
)€ carried on under the personal supervision of a plant manager, but 
before the research takes place the controller must present the neces- 
ary evaluated facts to the chief executive for his approval. The con- 
roller may draw his facts and his estimates from within or from 
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without the concern. Fie will usually evaluate the estimated results 
which others predict to see if the proposition possesses practical sig- 
nificance, but it is the function of the executives to pass upon the 
evaluated significance of research, and authorize research in the par- 
ticular functions over which they have authority. 

The work that may be performed by the staff men in one business 
concern may be performed by the regular organization in another con- 
cern. The statistician, for example, in one concern may be con.sid- 
ered as a staff man under the supervision of the chief executive. In 
another concern, he may be in charge of a regular department under 
the supervision of the controller. If the principles of organization 
previously laid down be accepted, it is clear that the statistician per- 
forms a function of the controller. There seems to he no clear-cut way 
of distinguishing a staff function from its major function, unless the 
lines for such a distinction be drawn along that of the authority and 
the responsibility which is necessary for the accomjdishmcnt of a 
given end. The controller, for example, performs several staff func- 
tions but he is more than a staff man; he is a peculiar kind of an ex- 
ecutive. He is the manager of the standards and the records of a busi- 
ness enterprise. 

The Office Manager. — It has been said that the duties of the 
office manager are what he makes them. From the vievv])oint of sound 
organization principles, the functions of the office manager cannot be 
the same as his duties, if he assumes duties beyond the function of the 
office manager. The broad functions of the controller should be 
analyzed into certain major functions, if the best results are to be 
secured. In Figure 14 the functions of the controller are divided 
along six main lines. F'here are several important functions of the 
controller that may be assigned to the office manager. Some of these 
functions are given below : 

1. the general layout of the offices and the flow of work, 

2. the design and care of office equipment, 

3. the handling of the office mail, 

4. the handling of the communication ways and means, such 
as telephones, messenger boys, intercommunication systems, 
etc., 

5. the maintenance of proper filing services, 

6. the standardization, measurement, and control of steno- 
graphic and other clerical work. 
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7. the selection of certain of the office employees, and 

8. the advisory function. 

The office manager may perform other duties that may be related 
to but not a function of the office which he controls. Thus, he may 
assist in the teaching and the training of employees, which is a func- 
tion of the manager of personnel. In a sizable office, the office man- 
ager will have a considerable amount of executive work to do in get- 
ting his functions performed properly. 

The functions which may be assigned to a partici^ar office man- 
ager will depend upon the conditions of the particular case. Where 
practicable, however, the office manager should not be assigned direct 
functions which tend to interfere with the work of other functions. 
If a direct function of the office manager cannot be performed by him, 
it may be handled indirectly. Care should be taken, however, to see 
that the proper cooperation is secured, or the cross-currents of respon- 
sibility and of authority will result in a decreased effectiveness in 
operation. 

Some Relations of Accounting to Office Management. — The 
standards and the records functions extend throughout the concern. 
Standards and records plus ways and means of making standards and 
records effective is accounting. Accounting is a science, but its ap- 
plication to a business problem is an art. A similar statement may be 
made regarding office management. The science of office manage- 
ment has to do with getting work done while the science of accounting 
has to do with the principles to be followed in stating facts and fore- 
casts. The art of accounting makes use of the principles of account- 
ing in stating facts and forecasts, while the art of office management 
has to do with the application of the principles of getting work done 
to the actual work. The concepts of the functions of accounting and 
of office management are quite distinct. The application of the prin- 
ciples underlying each concept to specific problems gives rise to cross- 
currents of authority and of responsibility. This tends to befog and 
make less apparent some of the differences in functions than is really 
the case. 

The persons in charge of the various accounting functions cannot 
perform their own functions in an economical manner unless they 
apply properly the science of office management to the accomplish- 
nent of their functions. This gives rise to a number of management 
problems. Will the office manager supervise the methods of doing 
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work in the various departments? Will he rate all of the office em- 
ployees? Will he select the office employees for the various depart- 
ments ? Will he keep the office employees' records ? Will he schedule 
the office work? These are but a few of the questions that arise in 
practice. There are no logical answers to these questions unless the 
various duties be analyzed along functional lines. lu'cn then, the 
grouping of the functions must be in such a manner that the cross- 
currents in the organization will be at a minimum. If this is not done 
the results will be that much preventable waste will likely take ]>lace. 

The close interdependence of accounting and office management has 
doubtless caused some writers on office management to place the office 
manager in a more strategic position than his functions seem to war- 
rant. The various accounting functions in a sizalde concern re([nire a 
considerable personnel to make the standards and the records function 
effectively. The persons in charge of the various phases of account- 
ing would like to have all the work, which they consider necessary 
for the performance of their functions, done in their own depart- 
ments, The office manager would like to have all the work done under 
liis supervision. This practical difficulty met in organization work is 
an important reason for having a controller. 

The various functions performed by the standards and the records 
and their closely interrelated functions must he kept in proper {KTSpec- 
tive, one toward the other. The information must he homogeneous, 
reliable, and capable of being made effective in use. It is very unlikely 
that these aims could be secured except through a centralized official 

The Auditor. — The audit function in a liusiness is an important 
function of the controller. Some writers think that the auditor should 
report to : the president, the board of directors, or, better vStill, to the 
stockholders. The idea is to give a check on the various officials. The 
important thing, however, is to have effective control, and this is too 
often obscured by a system of checks and balances, 'fhe functions 
of accounting not only provide for making the records but also pro- 
vide for a check upon the accuracy of these records and the facts back 
of the records. 

Two types of audits may be distinguished: private audits and 
audits by public accountants. The audits of the public accountant 
have been recognized for reasons mentioned in Chapter II, The lim- 
itations of the scope of public accountants' work by the client or the 
nature of the work undertaken, and the relatively high charges made 
for work done, etc., make it advisable for a sizable concern to have its 
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own auditors. The object and scope of public and private audits are 
not of the same nature. 

The private auditor performs the function of verification of the 
accuracy of facts and statements of facts. The employees under the 
direction of the auditor may verify every transaction of the concern; 
every asset, every liability, and every net worth item. This is called 
a detailed audit. ^ The usual procedure seems to be to make a detailed 
examination of certain portions of the w^ork, as the expense of a 
detailed verification is considerable. The system of internal check 
makes it highly improbable that any significant facts will remain long 
uncorrected. 

In a well-organized controller’s department, the auditor may well 
confine his activities to statements of fact. Forecasts are made by 
specialists in budgetary procedure. This function is quite different 
in nature from fact verification. Balance sheets and statements of 
earnings are often matters which give rise to the need of expert opin- 
ion. Whether they represent the actual status as of a particular date 
in the past any better than properly drawn budgets of anticipated oper- 
ations is often questionable. Since the auditor lives mainly in the past 
and the specialist in budgeting lives mainly in the future, it is easy 
to draw a line of demarcation between the functions of each specialty. 

The Controller’s Tools. — The controller has many instruments 
to assist him in the performance of his functions. His instruments con- 
sist of instruments of internal control. The chief executive views the 
controller as one who sits near the throttle of the business as an out- 
look for the pilot. The controller is a technician who operates the 
mechanisms for determining the direction, the rate of speed, the re- 
sistances, and the results accomplished in a business enterprise. He 
should provide the ways and means for the business experiences to 
)e so recorded and visualized that the chief executive, the administra- 
ors, and the managers may know how to operate the business ma- 
rine at a maximum of efficiency. 

The main tools which the controller has to assist in the performance 
if his tasks are as follows: (i) the budget; (2) general accounting; 
3) financial accounting; (4) statistics; (5) verification or audit; 
6) reports of many kinds. Some of these instruments are discussed 
1 the present chapter, while others are discussed in subsequent chapters. 

Organization of the General Accounting Department. — The 
motional chart of the general accounting department of a fair-sized 
^See Montgomery, R. H., Auditing, Theory, and Practice, 
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concern may be represented by Figure 15, The chief accountant is 
in charge of the department, which consists of eight sections, as fol- 
lows: (i) general ledger section ; (2) cost accounting section ; (3) ac- 
counts receivable section; (4) accounts payable section; (5) pay roll 
section; (6) billing and computation section; (7) tabulating section; 
(8) reconciliation section. Some of the functions of each of these 
sections are given below. 

The general ledger section has as its main function the keeping 
of the general ledger of the concern. In the general ledger should be 
kept, in such form as the controller may direct, the postings from the 
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Figure ^5* Organization of the General Accounting Department, 


records of original entry or from records prepared therefrom. The 
entries in the general ledger usually become too intricate to have bud- 
get entries made in it. The better plan is to make the necessary 
analyses and comparisons between the budget and the actual figures 
by the use of work-papers. 

The cost accounting section has for its function the determination 
of costs. Because of the importance attached to cost information as 
an administrative and management tool, the subject is discussed in 
Chapters IX, X, and XI. 

The accounts receivable of many concerns are so numerous that it 
IS necessary to have a department in which this work may be per- 
formed. The accuracy of the totals may be proved by what is known 
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as a control account. This is an account kept in the general ledger in 
which is entered the total of the debits and the credits for a particular 
day or month. This provides a check on the accuracy of the total 
accounts but not on the accuracy of individual accounts receivable. The 
work of this section may be subdivided as far as conditions require, 
and the accounts may be classified as follows : customers, territory, 
salesmen, merchandise sold, or otherwise. 

In many lines of business it is quite essential that the accounts 
be kept very accurately and the status of each account determined every 
business day. Unless the accounts receivable data are stated in ac- 
cordance with good accounting practice, the use to which the infor- 
mation can be put for management purposes may be greatly decreased. 
The relationship between accounts receivable and some other account- 
ing data is presented at a later stage of development. 

The accounts payable section has a somewhat similar function to 
that of the accounts receivable section. The only difference is that 
the accounts receivable section records information as to assets while 
the accounts payable section records information regarding liabilities. 
The liabilities listed under accounts payable should be classified ac- 
cording to the purpose for which the liability was created. 

The pay-roll section performs the important function of recording 
information relative to salaries and wages. The work done in this 
section may relate solely to the keeping of the pay-roll account and 
may leave to the cost department the other accounting functions rela- 
tive to pay rolls. A function of the manager of finance is to make 
the pay-roll payments. 

The billing and computation section has the functions of preparing 
all statements of purchases, sales, etc., and the necessary computa- 
tions. This work may be done in other departments, but it will usually 
be done more economically if performed by the accounting depart- 
ment. The accounting department will be judged by many people 
who have no other contacts with the department except through the 
billing and computation section. For this reason the work should 
be accurate and in good form. 

The reconciliation section has as its main function the reconcilia- 
tion of and the determination of the causes for variation between 
the forecasts and the achievements. The **causes^’ for variation should 
be determined, and where the variations are significant an appraisal 
should be made of the exact causes’’ for variation. This work may 
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best be accomplished by representatives of the budgeting and the gen- 
eral accounting department. 

The personnel of the accounting department is limited by the na- 
ture and the extent of the work to be accomplished. The work can be 
so planned, however, that the principles of the specialization of labor 
can be carried as far as the individual case permits it to be carried. 

Accounting as an Aid to the Controller. — The controller can 
perform but a small part of the total work performed by his depart- 
ment. His work in the department should be that of indicating how the 
information sfiould be gathered, and in interpreting the significant 
data. This means that the controller will have supervision of many 
functions, but this will be largely advisory in a large organization. 
Each department head should interpret the data which he prepares for 
the use of the controller, but the interpretation which each department 
head places upon the data is not likely to be the same interpretation 
that the controller places upon the data. The interpretation which 
the department heads place upon their data will usually be too technical 
for operating executives. The controller should take the data that are 
gathered by the various departments and interpret these data in such 
a manner that the data will carry a message to those not familiar with 
accounting technique. 

Accounting forms the ground work or foundation upon which the 
controller builds his structure. The facts which the various accounting 
data provide, from the management standpoint, are relative and re- 
quire interpretation before they provide significant information. Sup- 
pose that the chief executive is informed that the cash balance as of a 
particular date is $265,846.32. Whether or not the information is 
significant to the chief executive depends upon his knowledge of the 
cash requirements of the business. He might interpret the fact to 
mean that there is ample cash in the bank, when as a matter of fact 
the treasurer must seek loans in the immediate future. The same prin- 
ciple may be applicable to all the information which the accounting 
department renders. With a controller, at the head of the standards 
and the records function, who can interpret accounting data in the 
light of proper standards for the business, the executives have infor- 
mation upon which they can rely for the conduct of the business. 

The Relation of the Controller to Standards. — One of the most 
important functions of the controller has to do with his relations to 
business standards. For convenience in discussion, standards may be 
.divided broadly into two classes, but there is a very close interrelation 
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of one to the other. This division may be made along the lines of ( i ) 
financial standards and (2) operating standards. The former has to 
do largely with items that reflect upon the financial status or the budget 
balance sheet of a business, while the latter deals largely with the 
items that may enter the budget profit and loss statement. 

The controller serves in tw’-o distinct capacities in performing the 
standards function. In one case he should act in an advisory capacity, 
while in the other case he should act in the capacity of one having 
received executive authority from the chief executive. This general 
concept may be illustrated by tw^o examples. Suppose ‘^hat the ques- 
tion is raised as to the specific kinds and proportions of products to be 
manufactured for sale. The ascertainment of many of the facts 
should be left to the controller and his counsel may help materially 
in deciding the matter, but the question is one that should be left to 
the marketing and the procurement managers to decide, or to the 
chief executive, in case they cannot agree. In case the finance ques- 
tion is important, the controller should help to decide the matter. In 
a case where financial standards, as such, are involved, the controller 
should be responsible for the interpretation of the policies of the board 
of directors. In a great many cases operating standards will affect 
financial standards so that the controller may well assume the super- 
vision of the budget function. 

Further consideration of financial standards will be found in the 
following chapter and the chapters related thereto. Operating stand- 
ards will be considered further under 'Teports'^ in this chapter and at 
other interrelated points. 

The Relation of the Controller to Records. — As has been indi- 
cated previously, there are many kinds of records. The types of rec- 
ords in which the controller is interested relate to the ways and means 
by which financial and operating results are to be recorded. The 
controller should devise the records and issue instructions for the 
proper keeping of these records. Through the auditor’s office the 
:ontroller ascertains whether or not the records are kept properly and 
n accordance with instructions. 

Mr. A. R. Erskine, President of the Studebaker Corporation, says : 

The responsibility rests on the comptroller ... of every corporation for 
he character of its accounting system, for there lies the secret of success. . . . 

Big business generally is equipped with efficient accounting systems which 
■omprise, briefly, (i) original records, (2) operating reports, and (3) finan- 
ial reports for the information of stockholders, directors, and managers. . . . 
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Unless managers thoroughly understand them, however, and use them to cor- 
rect wrong conditions and take further advantage of opportunities they dis- 
close, their value is diminished. Managers must possess at least a good work- 
ing knowledge of accounting. . . . Every member of management from the 
foreman up to the president must be an analyzer of reports and a seeker of 
improvements.^ 

The controller has direct or line authority for the control of the 
keeping of many of the records which he requests to be kept, or 
through which he requests information. For example, the salesman 
uses a recordf blank to record sales and the factory worker records 
time and material on blanks for information. The control here is 
indirect or functional, but the manipulation of the data would be 
direct control. 

Blanks may be used to serve as convenient tools for the control 
of business orders. When blank forms are designed properly and 
wisely used, they facilitate the transmission of orders required for 
action in business. They may provide the original records of busi- 
ness transactions. These original orders may be analyzed and classi- 
fied in such a manner as the controller may designate. This phase of 
the work is a function of the general accounting department. 

Through the operation of the records function the controller se- 
cures certain facts about the financial and operating results of the 
business. These results, if analyzed in the same manner that the 
standards are analyzed, provide a record of achievement that may be 
compared with the standards. An analysis of the standards and records 
will disclose causes for variation between the two. This information 
may be used effectively by the controller in helping to place respon- 
sibility for the success or for the failure of the concern to achieve 
the results, which, under the business conditions faced, should have 
been attained. 

It is not the object of this treatise to discuss the technique of book- 
keeping, or the design of accounting systems that conform to the rules 
of good accounting practice. In discussing the larger phases of ac- 
counting, these phases of the work of accounting have been taken 
for granted. They may be secured from accepted works on the 
subject. 

Administrative and Management Reports.— The standards and 
the records functions cannot serve their prime aims unless the infor- 
mation which they contain is made available for those who require 
^Manufacturers NewSj May 3, 1924. 
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it as a basis for action. Reports are the means by which the informa- 
tion that is contained in the standards and records is made available 
for administrative and management uses. The exact kinds and the 
nature of the reports that should be prepared will depend upon the 
individual case. 

Some of the questions that should be answered before deciding 
upon the kind of reports that should be rendered are as follows : 

1. Is the report needed in the conduct of the business? 

2. Who needs the report? ^ 

3. Can the report be used by those who should receive it? 

4. Will the report be used by those for whom it is prepared? 

5. Can the report give information that is evaluated and inter- 

preted in the report itself? 

6. Can the pertinent facts be presented on a single sheet of 

paper ? 

7. Can the fundamental facts be related to other data and 

made comparable or contrasted readily ? 

8. How long will a particular report be needed and used by 

those who receive it? 

9. When should the report be prepared and at what periodic 

intervals ? 

10. What will be the probable cost of preparing the report? 
Does the probable benefit exceed the cost? 

The controller may well demand a satisfactory answer to each 
)f these questions of every report which he makes or approves, In- 
drmation that is contained in reports should ‘^stay sold”; but the 
noment he finds that the information is no longer effective, the con- 
roller should, if practicable, make the information effective or dis- 
ontinue the report. 

Reports, like standards and records, may be classified into two 
lain varieties. These two classes of reports, together with some of 
heir subdivisions, are listed below: 

I. Financial Reports. 

Balance Sheet Reports. 

(1) Cash Requirements Report 

(2) Accounts Receivable Report. 

(3) Inventory Requirements Report. 

(4) Equipment Requirement Report. 

(5) Accounts Payable Report. 
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II. Operating Reports. 

Profit and Loss Reports. 

(1) Marketing Reports. 

(a) Sales Reports. 

(b) Publicity Reports. 

(2) Procurement Reports. 

(a) Production Reports. 

(b) Purchases Reports. 

(3^ Labor Reports. 

(a) Employment Reports. 

(b) Training Reports. 

(4) Management Reports. 

(a) Expense Reports of various kinds. 

(b) etc. 

These reports may be either forecasts or statements of achievement. 
They should conform to the standards which the controller sets for 
particular reports, or to the requisites of a first-rate report. 

Operating Reports. — ^As indicated above, operating reports may 
cover a variety of subjects relating to operations. A basic reason 
•^or engaging in business is to make profits, and these may be con- 
veniently shown in the profit and loss statement. The profit and loss 
statement is a report of the operations of the business for a stated 
period of time. It tells, in its own way, a story of the business. Its 
story is usually in terms of the effects which operations have pro- 
duced upon the finances of the business. For example, the profit and 
loss statement may show the ‘'effects’' of the sales, the cost of goods 
sold, the selling expenses, the general expenses, and the resulting profits. 
It may show little or no insight into the "causes” of these various 
items. The business man needs not only to know the "effects” of 
transactions upon the business, but he needs to know the "causes” 
which give rise to the effects. From the point of view of adminis- 
trative and management control, the causes back of the effects which 
are produced are of much more importance than the effects them- 
selves. Control comes largely from knowing the causes for the effects 
which are produced. 

In studying the effects, without studying the causes for the ef- 
fects, it is easy to draw erroneous conclusions. This may be illus- 
trated by reference to a certain great discovery. Before people had 
a definite idea of what germs were, Pasteur began to experiment to 
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find out the causes for spoilage of meat, milk, butter, etc. Every 
intelligent person of his day was familiar with the fact, for example, 
that milk would sour. They knew the effects, but of what value was 
that for purposes of the control of spoilage? It was of but a limited 
value. The discovery that germs are the cause for decay was a great 
discovery indeed, because a knowledge of causes of geimi action led 
to the finding of ways and means for the control of certain germs. It 
may be observed that the scientist is seldom, if ever, concerned with 
^‘ultimate” causes, in the sense of concerning himself with such ques- 
tions as, for example, the following: what is the original cause of 
germs, and where did they come from? In science, causes are ascer- 
tained by finding the effects produced under given conditions. 

It does not seem prudent to expect general profit and loss state- 
ments in terms of results to prove effective for purposes of adminis- 
trative and management control. Such statements, however, are 
often used for that purpose. There are a great many forces working 
together that give the results expressed in the profit and loss state- 
ment. It is somewhat like getting management data from a target 
practice. Suppose that a hundred rifle men shoot for one hour at 
targets, and a record be made of the score of each man. From each 
individual score a record could be compiled which would show the net 
effectiveness of the total shots. Suppose, however, that it is revealed 
that each man fired under a variety of conditions. How wdll the 
“esults be interpreted for management use? If the same procedure 
vere followed, a thousand experiments would prove of little use for 
nanagement purposes. 

How, then, may operating data be used for purposes of manage- 
nent control? The general principles to be followed, as expressed 
)reviously, are: (i) determine standards for performance; (2) ex- 
)ress the results in terms of the standards; (3) ascertain the causes 
or variation. These principles may be better emphasized by an il- 
ustration. 

Budget vs. Actual Profit and Loss Reports. — In Table 18 is 
iven the budget as compared with the actual profit and loss state- 
lent. The budget is built upon a number of major budgets. If these 
lajor budgets are built up properly, they may serve as a standard by 
^hich performance is to be judged. Actual performance will usually 
ary from the budget. Because of this variation, it is necessary to 
:udy the causes which lead to the variations in order to profit most 
'om the experience. The sales budget. Table 18, for example, was 
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. TABLE i8 

The Profit and Loss Statement Compared with Standard Performance 
OF THE X Manufacturing Company. 

First Quarter, 1027 

Prediction Budget Actual In- 


Items 


% 

% 

Price 

Sales 

. + 

.71 

100 0000 

15.25 

Cost of sales 

. + 

.94 

0.4552 

2 39 

Gross profit 


• 52 

0 5448 

2 86 

Sales expense 

. + 

1 .28 

0.2476 

1.30 

Management expense. . 

. - 

1.13 

0.1162 

.61 

General expense . . . . . 

V - 

3.35 

0 0495 

.26 

1 Total 

. + 

0.006 

0.4133 

2.17 

Net operating income . . 

. + 

1 .98 

0 1315 

I0.69 


Add: 

Other income 

Deduct: 

Other expenses 

Net additional income 

Total net income 

Units 38,500 


Amount 

% 

Price 

Amount 

crease 

$202,125 

100.0000 

$5.26 

$203,562 

Si , 437 

92,015 

0.4563 

2 .40 

92,880 

86s 

110,110 

0.5437 

2.86 

110,682 

572 

50,050 

0 . 2490 

I 31 

50,697 

647 

23 » 4 SS 

0.1I4I 

.60 

23,220 

26s* 

10,010 

0.0476 

.25 

9,675 

335 * 

83,545 

0.4107 

2.16 

83 , 592 

47 

$ 26,56s 

0.1330 

$0.70 

$ 27,090 

$ 5^5 

8,650 



8,730 

80 

6,500 



6,620 

120 

2,150 



2,110 

40* 

$ 28,71s 



$ 29,200 

$ 485 


38,700 


* Decrease 


Variations 




Due to Units 


Due to Prices 

Total 

Variations in 

Units 

Price 

Amount 

Units 

Price 

Amount 

Amount 

Sales 

200 

$ 5-25 

$1,050 

38,700 

+$0,0I 

$387.00 

$1,437 

Cost of sales 

. 200 

2.39 


478 

38,700 

+ o.oi 

387.00 

865 

Gross profit 

200 

2.86 


572 

38,700 

-0- 

-0“ 

572 

Sales expense 

200 

1.30 


260 

38,700 

-f 0.01 

■f 387.00 

647 

Management expense . 

200 

.61 


122 

38,700 

— 0.01 

- 387.00 

- 265 

General expense 

200 

.26 


52 

38,700 

— 0.01 

- 387.00 

- 335 

Total 

200 

2.17 


434 

38,700 

— 0 01 

- 387.00 

47 

Net operating profit. . 

200 

$0.69 

$ 

138 

38.700 

$0.01 

1387.00 

$ 525 


less than the actual performance, by .71 of i per cent, or an amount in 
excess of the budget of $1437. A study of the variations between 
the budget and the actual performance shows that, on the face of the 
statement, the variations due to unit fluctuations was $1050, and 
the variations due to price fluctuations was $387. There may be 
many causes for variation between the budget and the actual per- 
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formance, and for that reason the subject of causes for variation will 
be further developed later. 

The object here is to study some of the administrative and man- 
agement information that may be secured from the general profit and 
loss budget in comparison with the general profit and loss statement. 
Such a study will be of considerable value to the chief executive and 
the board of directors. They are interested in the future of the busi- 
ness, and study its past largely to see the outsider’s point of view. A 
number of controllers were asked what they did with the public ac- 
countant’s reports. Only one out of the seventeen cont?ollers of whom 
inquiry was made took time to read the reports. Nearly all of them 
pointed out the places where they were ^'kept/’ little or no examination 
of the reports having been made. A somewhat similar situation ob- 
tained when a number of chief executives were asked this same ques- 
tion. This is cited to show that management is interested in the future. 

For purposes of control, administrators and managers need to 
know the future. From the management viewpoint the past is past. 
The conditions that obtained last year or last month are of value only 
as they help to get a better picture of what is likely to be obtained 
during the next month, the next quarter, or the next six months. For 
this reason, management should test continuously its marksmanship so 
as to be able to determine the approximate effectiveness before, in- 
stead of after, the shot is fired. A single '"bad shot” has ruined many 
a business. In an industry where competition is effective, business 
success comes to those who foresee conditions best and adjust the 
business to those conditions. 

The budget should determine the approximate effectiveness in ad- 
vance. Management cannot exert any influence over that which has 
already taken place. Executive action can, however, often be very 
effective in the control of results that have not taken place. In the 
case of the X Manufacturing Company, Table 18, for example, the 
various executives have a plan of action laid out for three months in 
advance of operations. This plan of action is subdivided for shorter 
periods, so that the executives may know at relatively short intervals 
how plans are being carried out. The profit and loss statement as here 
set forth shows, in a summary way, what the results were as compared 
with the predetermined results. A study of ^'first causes” analyzes the 
variations into unit and price variations. Such a study will frequently 
give a good idea of the ^'effective causes” for variation. As explained 
before, it is not the ^'ultimate” causes that science 2‘enerallv deals with. 
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but with “effective’' causes. A study of the underlying budgets in 
comparison with the achievement should reveal the effective causes for 
variations. 

In the present case the management foretold profits within 2% of 
the actual profits, three months in advance. The following gives the 
accuracy with which other results were forecast: sales were only 71 of 
1% greater than the- forecast; cost of sales was .94 of 1% greater 
than the forecast, which resulted in gross profits of .52 of 1% greater 
than the forecast; and the total expenses were almost exactly foretold. 



CHAPTER VIII 

ACCOUNTING AS AN AID TO FINANCIAL MANAGEMENT 


The Finance Function. — Since business success is usually judged 
by financial results, it is quite natural that the finance function in 
business has been given a very important place. The function of 
finance in a business enterprise may be grouped into tv^o main di- 
visions, as follows: 

(1) To provide vested assets, and 

(2) To provide additional working assets. 

While these functions are closely interrelated, they are, in many re- 
spects, quite separate problems, which will be brought out later. 
Finance proper is generally treated from the standpoint of the per- 
manent or semi-permanent liabilities of the business. From the man- 
agement point of view, the problem is one of interrelations and the 
asset side of the balance sheet is looked upon as of considerable im- 
portance. 

Some of the important questions dealt with in finance are : how to 
raise money for different classes of business; what kinds or types 
of securities to issue; how and to whom should they be sold; how 
should the proceeds be used; how shall the funds that come into the 
business be protected; how shall the concern.be protected from in- 
solvency; and other questions. The point of view here is that of the 
financier. 

The Importance of Finance to Business. — The provision of 
assets for a new enterprise is often such an important matter that it 
is easy for the financier to discount greatly the other functions of the 
business. This is likewise true in re-financing a business. Once the 
finances are upon a sound basis, the management can look to matters 
which now assume great importance and the finance question can be 
set in its proper perspective. 

The finances of a sizable corporate business generally depend 
upon something more fundamental than the investor's money. The 
concern must be properly administered and managed, and it must 
be able to perform such services as will yield a money profit to it. If 
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the concern does not have the potentiality and ability to earn a satis- 
factory profit, it does not deserve to exist as a business enterprise. If 
the concern expects to exist for any considerable period of time, it 
must demonstrate its ability to earn a profit commensurate with the 
risk involved in its conduct. Thus, there are always conditions prece- 
dent to the importance of capital in a particular enterprise, and there 
are likewise matters coordinate with finance. 

It is a well-known fact that most business administrators are con- 
cerned but seld(^, if ever, with the major problems of finance ; namely, 
those of original financing and re-financing. They are dealing almost 
continuously with the current problems of finance. The importance 
of original financing and re-financing should not be underestimated, 
but the problem of current financing should be set in its proper per- 
spective. 

Determining Asset and Liability Requirements. — Many of the 
most important phases of finance cluster about the problem of deter- 
mining the kind, amount, and the net worth of the concern in the 
assets which will be required to operate the business in accordance 
with its policies. The assets which a particular concern owns are 
largely a matter of financial policy. There are a number of factors 
that are involved in the actual determination of the amount of assets 
which are necessary to carry on a particular business. Some of these 
factors are as follows: 

(1) The nature and extent of the business, 

(2) The profitableness of the business, 

(3) The status and nature of competition, and prosi>ective 

competition, 

(4) The policy of the concern regarding the liabilities and, 

( 5 ) What is known as the business cycle or business conditions 
as they affect the particular business. 

Each of these factors will be discussed briefly. 

The nature and extent of a business often have considerable to do 
with the assets in which it will have a proprietary interest. To operate 
a successful bank or brokerage house, for example, the asset require- 
ments may be twenty or thirty times the net worth of the concern in 
those assets. In a manufacturing business, on the other hand, the 
concern will usually be expected to own two-thirds to three-fourths 
of the assets over which the concern has control. This leads to the 
question of credit safety factors. There is no general rule to follow 
in this regard, but in the last few years a considerable amount of 
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interest has been manifested in such ratios, as they apply to balance 
sheets and operating statements. Frpm the viewpoint of control, 
however, attention should be directed to keeping these ratios at their 
proper proportions, which may vary with business conditions. 

The profitableness of the business has a direct bearing upon the 
asset requirements and the ratio of net worth which a concern should 
have in the assets necessary for the conduct of the business. The 
steadiness of profits usually has more to do with this question than 
the amount of the profits. A highly profitable business may be able to 
finance all of its extensions from the profits which it makes. A con- 
cern with adequate and steady earnings, as some public utilities, may 
have — with safety — sl much less ratio of net worth than a commercial 
concern, for example, whose earnings are much higher but less stable. 
The low ratio of net worth in a business of the common stock often 
has much to do with its profitableness. For example, a concern with 
a steady income of $300,000 per annum and a capital common stock 
of $4,000,000 would be able to earn 10 per cent instead of 7^ per 
cent if it could issue and sell $2,000,000 of 5 per cent bonds and retire 
an equivalent amount of common stock. 

The status and nature of the competition and prospective compe- 
tition which a firm faces has a direct bearing upon its asset require- 
ments and the equity which it should own in the assets. Where com- 
petition is effective, the services rendered will usually have to be 
extended, and this increases asset requirements with the result that 
the net worth of the concern will decline and may have to be increased. 
Profits may decline and this may require more assets and more net 
worth in the business. Competition among those from whom goods 
are purchased may cause a decrease in asset requirements and bring 
about a greater equity in the assets owned. Many concerns have 
found it necessary to extend greatly their businesses because of com- 
petition. This has a direct bearing upon the provision for asset require- 
ments and liabilities in a business when it is organized or reorganized. 

The financial policy which the policy corps forms for the business 
will have much to do with the equity of the concern in the assets which 
it owns. The results of an inadequate net worth in a business is often 
insolvency and bankruptcy. Where the net worth in a business is 
high, bank loans may be secured easily to tide the concern over cur- 
rent financing; but if the net worth in the business is low, it may be 
that the bank will not extend the accommodation requested. The rea- 
sons for having a low net worth in a business are: (i) the lack of 
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ability to secure a higher net worth, and (2) the profits may be increased 
on a low net worth. Each of these points was illustrated above. 

The business cycle also affects the asset and net-worth require- 
ments of a business. If prices of commodities are high a business 
may find that while its physical volume has actually declined its asset 
requirements in dollars have been increased considerably. This may 
call for more loans and a less ratio of net worth in the business or the 
sale of more proprietary interest in the business. Many concerns have 
suddenly found themselves in financial difficulties due to the rise or 
fall in the price of commodities. For this reason, the probable price 
of commodities bought and sold should be anticipated as accurately 
as the financial policy of a concern requires. A low net-worth policy 
will generally require much better financial management than where 
the ratio of net worth in the business is high. 

Vested Assets . — The term “vested assets” is used here to denote 
the total assets which are required for the “normal” conduct of a 
business. It includes current assets as well as fixed assets. From 
time to time, it may be necessary for a concern to resort to short-term 
borrowing. Such loans furnish additional working assets. Some of 
the reasons for such a classification of asset requirements are given 
below. A distinction has been made between an asset itself and a 
liability or net-worth item which may be offset in the balance sheet 
by an asset. Capital to the business man and the accountant usually 
means capital stock, and not assets. For that reason a business man 
seldom thinks of his liabilities as being a part of his “capital.” He 
prefers the words “assets” or “resources” to “capital” and uses the 
term “capital” as indicated above. 

Questions relating to vested assets lead immediately into a large 
phase of private finance. Some of the most important questions are 
as follows : (i) How much capital stock must be issued? (2) What 
types of securities should be issued? (3) To whom can they be sold 
to the best advantage? (4) On what terms can the necessary cash or 
assets be secured? These questions assume a certain probability of 
success in the conduct of a business. These are conditions precedent 
to the organization of an enterprise that has back of it a high ethical 
concept. 

The question of “how much capital stock must be sold” is a ques- 
tion that is too often answered without an adequate knowledge of the 
factors involved in the question. Possibly the best way to get the 
necessary factors bound together in a logical manner is by the use of 
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TABLE 19 

The Determination of Capital Requirements 
(000 omitted) 



Budget 

Budget 

Budget 

Budget 

Assets 

Inception 

First Year 

Second Year 

Third Year 

Current assets: 

Cash 

. . . $1,000 

$ 468 

$ 262 

$ 870 

Accounts receivable 

-o- 

140 

380 

450 

Notes receivable 

-o- 

60 

170 

210 

Merchandise inventory 


160 

320 

510 

vSub-total 

. . . $1,000 

$828 

$1,132 

$2 , 040 

Fixed assets: 

Land 

300 

300 

300 

400 

Building 

625 

675 

675 

975 

Machinery and equipment. . 

. . 1 , 000 

1,250 

1,250 

1,600 

Furniture and fixtures 

95 

100 

100 

no 

Other equipment 

60 

70 

70 

90 

Sub-total 

. . . $2 , 080 

$2,395 

$2,395 

$3,175 

Total 

. .. $3,080 

$3,223 

$3,527 

$5,215 

Liabilities 





Current liabilities: 

Accounts payable 


$40 

$110 

$125 

Notes payable 



100 

50 

Taxes 


10 

15 

20 

Pay roll 


8 

12 

15 

Sub-total 


$58 

$237 

$210 

Fixed Liabilities : 

Ten-year note 6% 




$i , 500 

Sub-total 




$i . 500 

Net worth: 

Capital stock, common 

. . . $2,080 

$2,080 

$2 , 080 

$2 , 080 

Capital stock, pfd. 8 % 

... 1,000 

1 , 000 , 

1 ,000 

1,000 

Reserves 


75 

160 

250 

Surplus 


10 

50 

175 

Sub-total 

. . . $3,080 

$3,165 

$3,290 

$3,505 

Total 

. .. $3,080 

$3,223 

$3,527 

$5,215 
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accounting principles. Unless the asset requirements are estimated 
correctly, the concern may find itself in serious financial difficulties 
even before operations are begun. For this reason, the net worth and 
the cash requirements of the business should be estimated as accurately 
as possible and for a considerable period in advance. This may be 
accomplished by converting the various estimates into such terms that 
they may be represented in a budget balance sheet, as illustrated in 
Table 19. The advantage of such planning is that it makes provision 
not only for the requirements for fixed assets, but also for the neces- 
sary expansion. It also provides for the necessary working assets, 
and makes sure that the cash provided will be ample for the require- 
ments of the business. 

In this illustration, care has been taken to see that there is at all 
times sufficient cash to meet maturing obligations. If $250,000 less 
cash had been provided by the sale of stock, the concern might have 
found itself in difficulties during the second year of its existence. To 
provide for proper expansion of the business, it would be necessary to 
sell more stock or secure a long-time loan during the third year. With 
cash requirements known far enough in advance, it is possible for the 
treasurer to go about getting the funds in a systematic way and not 
be compelled to borrow on unfavorable conditions. With two full 
years of good financial management, the concern should be able to 
borrow the required funds at a favorable rate of interest. By the pay- 
ment of a small dividend on the common stock and the accumulation 
of a reasonable yearly surplus, the credit of the concern should be 
such that additional stock could be sold advantageously or notes issued. 
By such planning it should be possible for the concern to get established 
on a sound financial basis. 

One of the most serious causes of business failure is the lack of 
foresight in planning for ample working assets when the concern begins 
operations, or before its operations require the actual cash. Too many 
administrators think that the thing to do is to get control of the 
productive capacity and depend upon banks and suppliers to furnish 
the working assets. In particular cases, this plan may work well, but 
if the administrators expect the concern to have a sound financial 
history, they should, when the concern is organized, provide for ample 
cash to meet all obligations when due, at least, during the first year 
or two of operations. 

The amount of assets that will be needed in a particular concern 
is not always a matter that may be foretold with a high degree of 
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accuracy. The problem, however, should always be subjected to expert 
guesses, based upon proper analysis. If a poor estimate is made of the 
asset requirements, the concern may be a financial failure before it 
starts operating. For example, a group of stockholders may be per- 
fectly willing to put $500,000 into a given enterprise, but they might 
let it be sold in receivership before they would make a fifty-per-cent 
greater investment in the enterprise. However, if the asset require- 
ments had been made known previously, the necessary funds could 
have been secured. In the determination of the vested asset require- 
ments particular attention should be given to the cash requirements 
of the business. 

The Cash Cycle. — The cash cycle should be studied closely by 
the controller and the treasurer of every concern, and this is particu- 
larly true of a new concern. With reference to operations the cash 
cycle may run somewhat as follows: (i) cash on hand; (2) goods 
procured and expenses paid; (3) goods sold; (4) accounts, notes, and 
cash received for goods sold; (5) accounts and notes converted into 
cash. There are other factors that enter at each stage of the process, 
but this may serve to indicate the general nature of the cash cycle. The 
cash expended for fixed assets and their maintenance returns to the 
cash account in due course, or is lost by the wayside and reflected 
through the surplus account. The current assets may circulate through 
the cash account at a rapid rate. In order to determine the cash 
requirements properly, a careful study must be made of the velocity at 
which each of the various items circulates through the cash account. 
This calculation should be made on a monthly basis and should give 
due consideration to the probable business conditions. During different 
periods of the business cycle the cash cycle may vary in time to such 
an extent that the concern will be embarrassed for cash funds, but have 
a superabundance of assets, which, at a different period, would have 
already been converted into cash. For this reason, the treasurer and 
the controller should know the probable cash requirements at relatively 
short as well as relatively long periods in advance. 

The different phases of the business cycle affect the cash cycle in 
different ways. When business conditions are good and money and 
credit are to be had almost for the asking, the cash cycle will move 
at a much more rapid rate than when money begins to be less easy to 
obtain. If business conditions can be forecast with reasonable accu- 
racy, the administrators and the managers of a business should be 
able to control its cash cycle so that the finances of the concern will 
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be upon a sound basis and the conduct of its affairs carried on in a 
systematic and econpmical manner. 

The Provision of Additional Current Assets. — ^At times the 
current demands for cash will exceed the amount available for use due 
to the working of the cash cycle, and the purposeful lack of funds when 
the demand for cash is above normal. Bank credit may be availed of 
for this purpose, and accounts and notes payable may be allowed to 
increase above their normal amount. 

A business might use funds, that were borrowed on short tei*m, 
to pay for the acquisition of fixed assets. From this it may appear 
that the distinction between “normal’'’ and “above normal” asset re- 
quirements is somewhat academic. From the viewpoint of sound 
financial management, however, this is a distinction that may be of 
considerable value to management. 

A certain amount of the current assets of a particular concern may 
be furnished by other businesses. For example, the materials, sup- 
plies, etc., purchased by a concern may add considerably to its resources. 
The goods and services which the enterprise sells to others, on time for 
example, will add a certain amount to its current assets. Each of these 
adds to the current assets and may, through the operations of the cash 
cycle, require the providing of additional cash from time to time. 

The loans which the commercial bank make to a concern are for 
the purpose of furnishing credit for a short time only. If the current 
assets become of such a character that they cannot be converted into 
cash in the usual course of business, the enterprise may become insol- 
vent. The bank may not be willing to renew the loan more than once, 
so that if cash cannot be quickly realized upon the current assets and 
loans cannot be secured readily, the enterprise is liable to be thrown 
into bankruptcy. Many concerns have been wrecked because the man- 
agers have disregarded the terms of bank credit. 

Some concerns own so few current assets that they must bor- 
row heavily in order to provide the asset requirements necessary for the 
conduct of the business. It becomes necessary for them to convert 
nearly all of the current assets into cash in order to liquidate their 
liability to the bank. Usually the bank requires a business to pay off 
all notes one or more times per year, depending upon the nature of 
the business, etc. This makes it necessary for such a concern to go 
out of business, so to speak, every time it has to liquidate its loans at 
the bank. Such a finance policy may be a dangerous one to pursue. 
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The Liabilities o£ the Business. — The budget balance sheet should 
show on the asset side the asset requirements which will be necessary 
to carry out the projected policies of the concern. This has been indi- 
cated above. Here the practical point in finance of the liabilities of the 
business arises. The liabilities and the net-worth section of the budget 
balance sheet set forth the means of financing the business. Some of 
those who have a claim to the assets are as follows : employees, for 
unpaid wages ; taxing authorities, for unpaid taxes ; vendors, for unpaid 
bills ; banks, for loans procured ; bond and long-term note holders, for 
loans procured; stockholders, for contributions of assets. 

An important function of finance is to arrange the various liabili- 
ties of the business so that the claims of each liability can be extin- 
guished according to its terms. The liabilities of the concern should 
be so arranged that the assets of the concern may circulate through 
the workings of the cash cycle in such a manner that the claims of 
each liability may be satisfied in due course of business. j 

The success or the failure of a concern may often be largely attribi 
uted to the wisdom used in planning the liabilities of the business. Thf 
decision upon the kind and amount of securities to issue is largely a 
matter of individual judgment. There are, however, certain general 
principles which it may be well to enumerate, in connection with cer- 
tain classes of securities, before the subject is discussed from the 
accounting point of view. 

Bonds. — Bonds should not be issued unless a steady and adequate 
income can be converted into cash for interest payments. The fixed 
assets of the concern should be of such nature that the bonds will be 
well protected. There is a large variety of bonds, however, and these 
requirements may be altered by the types of bonds that can be sold. 
For example, the debenture bond may be in effect a long-term note. 
From the point of view of sound finance, plans must be laid so 
that cash realized from income will be available to pay the interest 
when due. Typically the proceeds of the bonds should be so invested 
that a large part of the principal will have been returned through 
depreciation, etc., by the time the bonds mature. Good industrial bonds 
are usually serial bonds; a certain portion of the principal is paid 
every year. This makes the bond more attractive to investors, and 
gives a logical source for the investment of the funds that may be 
realized from depreciation and depletion, etc., of the assets acquired 
with the funds secured from the sale of the bonds. With this brief 
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discussion attention will be directed to the question of how many bonds 
to issue. 

The kind and amount of bonds that should be issued will usually 
depend upon a number of factors, some of which are as follows : ( i ) 

the stability of the industry and the assets to be acquired with the 
proceeds of the bond issue; (2) the stability of the income and its con- 
vertibility into cash; (3) the ability to market various classes of bonds ; 
(4) the financial policy of the company that issues the bonds. Each 
of these factors may be evaluated before a decision is made upon the 
liability structure. There is no set rule to follow in making an 
evaluation of each of these interrelated problems. The importance of 
each of these factors varies from time to time, from industry to 
industry, and from one class to another class of securities. 

Long-term Notes. — Long-term mortgage notes may have the 
qualities of bonds. Long-term notes are usually issued in relatively 
small amounts and for a period of not more than ten years. The notes 
may be other than mortgage notes, if the credit of the concern is such 
as to make such an issue advisable. The amount of funds that a 
concern may require and secure on long-term notes will usually depend 
upon the other liabilities in the business, actual as well as prospective. 

Preferred Stock. — ^There are two classes of preferred stock: 
cumulative preferred stock and non-cumulative preferred stock. Pre- 
ferred stock may have different kinds of preferences. It may be pre- 
ferred as to security, preferred as to dividends, etc. It usually bears a 
stated rate of dividends per share. One of the main reasons for issuing 
preferred stock is that the dividends are not compulsory, under certain 
conditions. The corporation cannot be thrown into a receivership 
because of the failure to pay preferred dividends. To attract investors 
the security should be good and the rate of dividend will have to be 
considerably higher than interest rates on better security. 

Common Stocks. — The holders of the common stock are the 
residuary claimants to an interest in the corporate business. Since they 
normally bear a larger financial risk than the other liabilities of the 
business, the concern must offer them greater profit possibilities than 
is offered to others. 

Determining the Relation of the Liabilitfes. — Accounting 
technique furnishes convenient ways and means of stating asset and 
liability requirements, as was pointed out previously. The financial 
phase of management is vitally concerned with the relationships that 
exist between the various liabilities of the business. For best results, 
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TABLE 20 

A Comparative Balance Sheet Showing the Relationships of the Liabilities 
OF THE Business to its Assets 


This Year Last Year Increase 

Assets Amount % Amount % Decrease"^ 

Current assets: 

Cash $4,041,105 6.7 $3,373,552 5-5 t 667,553 

Accounts and notes re- 
ceivable 6,333,075 10.5 6,563,091 10.7 230,016* 

Inventories 5,006,145 8.3 4,845,647 7.9 160,498 

Sub-total $15,380,325 25.5 $14,782,290 24.1 $ 598,035 

Fixed assets: 

Land and buildings $ 9,228,195 15.3 $ 9,507,281 15.5 $ 279,086* 

Machinery and equipment 10,193,235 16.9 10,672,690 17.4 479,455* 

Other equipment 4,402,995 7 3 4,232,274 6.9 170,721 

Sub-total $23,824,425 39 5 $24,412,245 39 8 $ 587,820* 

Other assets: 

Investments in trust , $18,094,500 300 $18,094,500 29.5 -o— 

Otherassets 3, 015,750 5 o 4,048,265 6.6 $1,032,515* 

Sub-total $21,110,250 35 o $22,142,765 36.1 $1,032,515* 

Totalassets $60,315,000 1000 $61,337,300 100.0 $1,022,300* 

Liabilities 

Current liabilities: 

Taxes accrued $ 1,266,615 2.1 $ 1,104,071 18$ 162,544 

Wages accrued 904,725 1.5 613,373 i.o 291,352 

Accounts payable 1,628,505 2.7 1,165,409 i 9 463,096 

Notes payable 2,231,655 3.7 2,453,492 4.0 221,837* 

Sub-total $6,031,500 100 $5^336,345 87 $ 695,155 

Fixed liabilities: 

First mtg. 5% bonds $ 6,031,500 10 o $ 6,031,500 9.8 -o- 

Collateral trust 6 % bonds 1 2 , 063 , 000 20.0 12, 063 , 000 19.7 -o- 

Sub-total $18,094,500 30 o $18,094,500 29 5 

Net worth: 

7%pfd.stock $6,212,450 10.3 $6,212,450 10. 1 -0- 

Common stock 15,320,010 25.4 17,320,010 28.2 $2,000,000* 

Appropriated surplus 9*107,560 ‘ 15. i 9,107,560 14.9 -o- 

Surplus, free 5*548,980 9*2 5,266,435 8.6 282,545 

Sub-total $36,189,000 60.0 $37,906,455 61.8 $1,717,455* 

Total liabilities $60,315,000 100.0 $61,337,300 100.0 $1,022,300* 
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the liabilities should be planned in advance of operations and control 
exercised over the assets in such a manner that the various liabilities 
will be kept on a sound financial basis. 

It is often a serious matter for the finances of a business to be such 
that its resources cannot be used in an economical and profitable 
manner. If the assets of a concern are above its normal requirements, 
it may be that the relationship between the liabilities is unbalanced. It 
may have outstanding too much preferred stock, too much common 
stock, or too much long-term indebtedness, etc. In any case the cor- 
poration may be greatly embarrassed. 

There are, broadly, two points at which the financial manager may 
be called upon to pass judgment upon the liabilities of the business. 
One point is before the concern is organized and the other point 
is subsequent to organization. From the viewpoint of a going con- 
cern the relationship of the liabilities of an enterprise may be illustrated 
by Table 20 . The liabilities of the business are under three main 
headings : current liabilities, fixed liabilities, and net worth. Within 
each group there is a difference in degree of the liability. For example, 
the taxes may take legal precedence over the wages or the notes payable. 
The first mortgage bonds have a first lien upon the land and build- 
ings, while the collateral trust bonds have a first lien upon the invest- 
ments in trust. In the balance sheet the current liabilities are arranged 
somewhat in the order of their priority, and the current assets are 
arranged according to recognized liquidity. The fixed liabilities are set 
up according to the fixity of the liabilities, and the fixed assets are set 
up in somewhat the same order. The liabilities contained under the 
net-worth caption are preferred stock and common stock. 

The first mortgage bonds represent 10 per cent of the liabilities and 
have first claim upon land and buildings, which at cost, less depreciation 
on the physical assets, is equal to 15.3 per cent of the assets. The 
immediate safety factor for the bonds is 1.53. The immediate safety 
factor of the collateral trust bonds is 1.5. In case of liquidation these 
'may secure a further claim to assets than the ones on which they have 
a direct claim. 

If the finance manager is called upon, before the concern is organ- 
ized, to determine the relation of the liabilities, he will be able to 
approach the subject better by drawing up budgets similar to that 
shown in Table 19, and those shown in Chapters XXIV-XXXII. Be- 
fore considering the finance function further, the balance sheet an^^ 
income statement will be discussed briefly. It is assumed that the 
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reader has at least a working knowledge of good accounting principles, 
as set forth by reputable authorities. 

The Comparative Balance Sheet. — The financial history of a 
business may be set forth in properly drawn balance sheets. If these 
statements are analyzed properly, and if they may be relied upon to 
reflect the '"true’" financial position of a business, they are valuable 
tools by which much can be learned about the financial stability of the 
enterprise. It should be understood clearly that the balance sheet is an 
estimate or an opinion as to financial status in the past. In some 
industries a budget balance sheet skillfully drawn for a ^ear in advance 
of operations would be as trustworthy as the balance sheets that are 
presented. For example, the assets in some of the published balance 
sheets prepared by large corporations have been known to shrink as 
much as 70 c^nt when sound accounting principles were applied to 
them, and large book incomes have turned into large book losses on 
the same basis. Since the administrators and the managers of the 
concern have a great deal to do with the nature of the published balance 
sheet, the controller occupies a fiduciary relationship to the stockholders 
and the general public. 

Even when the most authoritative principles of accounting are 
applied to the balance sheet of a sizable concern, there is still room 
for differences of opinion as to assets, liabilities, and earnings. The 
questions of depreciation, depletion, and obsolescence of cost are not 
generally subject to anything but rough estimates. For these and other 
reasons the controller should see that every item in the balance sheet 
and relative profit and loss statement is, for all intents and purposes, 
what it is labeled and that it is so set up that intelligent analysis is 
possible. 

The comparative balance sheet may be used to study some of the 
salient points in the financial structure of the concern. How this 
structure has changed from time to time may be read from the balance 
sheet. These changes may be made more apparent by means of the 
application of certain tests, some of which will be discussed under 
* 'ratios,'^ and in Chapter XII. 

The Profit and Loss Statement. — The balance sheet is drawn 
up as of a particular date; e.g., January i, year. It is a “static’’ state- 
ment. As it would be impracticable, in most cases, to have a daily 
balance sheet, the profit and loss statement analyzes- the results of 
certain changes in financial position between two dates. It is a 
‘"dynamic” statement. In Table 21 is shown a comparative profit and 
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TABLE 21 

The Comparative Profit and Loss Statement 


Items 

This Year 
Amount % 

Last Year 
Amount % 

Increase 

Decrease"^ 

Sales 

Cost of sales 

. $36,259,610 
. 21,828,285 

100 00 

60.20 

$36,812,095 

21,387,827 

100.00 

58.10 

$ 552.485* 
440,458 

Gross profit 

. $14,431,325 

39.80 

$15,424,268 

41 90 

$ 992,943* 

Selling expense 

Management expense. . . 
General expense . f 

• $ 3.335.884 
. 3,952,298 
. 3.843.518 

9.20 

10.90 

10.60 

$ 3,607,586 

3 , 902 , 082 

2,797.719 

9 80 
10.60 
7.60 

$ 271,702*^ 
50,216 

1.045,799 

Total 

. $11,131,700 

30.70 

$10,307,387 

28.00 

1 824,313 

Net profit from operation . $ 3 , 299 , 625 
Otlier expenses, net 1,160, 308 

9.10 

3.20 

$ 5,116,881 
1,251,611 

13*90 

3*40 

$1,817,256* 

91.303* 

Surplus net profits 

■ $ 2,139,317 

5.90 

$ 3.865,270 

10.50 

$1,725,953* 

Dividends: 






7% preferred stock. . . 
Common stock, 10% . 

. $ 434.871 

1,532,001 


$ 434,871 

1,732,001 


-_o— 

$ 200,000* 

Total dividends 

. $ 1,966,872 


$ 2,166,872 


$ 200,000* 

Balance, net 

Surplus prior year 

Adjustments 

. $ 172.445 

. 5,266,435 

110,100 


$ 1,698,398 

3.542,437 

25 , 600 


$1,525,953* 

1,723.998 

84.500 

Surplus free 

■ 5? 5.548,980 


$ 5,266,435 


$ 282,545 

loss statement drawn up so as 

to show the general nature of the 


operations. The net sales of each year is represented as a unit ratio, 
or 100 per cent. Each item to surplus net profits is divided by the 
sales to find the proper percentage. 

The profit and loss statement may be analyzed in great detail, and 
such analyses are often instrumental in showing the management some 
of the weak points of the business. For example, sales may be 
analyzed by products, by territories, and by salesmen, etc. Profits 
may be analyzed in the same manner as the sales are analyzed. This 
may show the management the results accomplished in such a manner 
that they may be enabled to profit by the information. 

The analysis made by account classification will usually depend 
upon the size and type of the particular business. In a mercantile or 
in a manufacturing business, the various items that enter into profit 
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This 

Last 

Net 

Static Ratios 

Year 

Year 

Change 

I. Current assets to current liabilities 

39-2% 

36.1% 

3 1% 

2. Fixed assets to fixed liabilities 

43-2% 

42.6% 

•6% 

3. Net worth to fixed assets 

65 8% 

64 4% 

I 4 

4, Net worth to fixed liabilities 

50 -0% 

47-8% 

2.2% 

5. Various assets to total assets, as: cash 

6. Various equities to total equities, as : first mortgage 

6 7% 

5-5% 

1-2% 

bonds 

10.0% 

9-8% 

.2% 

7. One specific asset to another, as: inventory to 




receivables 

126.5% 

135-4% 

- 8.9% 

8. One specific liability to one specific asset, as: bond 


% 


to land and buildings 

153 0% 

158.2% 

- 5-2% 

Dynamic Ratios 




1 . Sales to cost of goods sold 

2. Sales to various profit and loss items, as : sales to net 

60.2% 

58 1% 

2 1% 

operating profits 

5-9% 

10.5% 

-4 6% 

3 . Number of times fixed charges earned 

3.086 

4 769 

- 1.683 

4. Number of times preferred dividends earned 

5. The profit and loss items of any one or more years 

4.919 

8.888 

-3-969 

taken as a base and an index number constructed 
of the other items for other years, as : 




Sales 

98.5% 

100 0% 

- 1-5% 

Surplus net profit 

55-4% 

100 0% 

-44-6% 

Static-Dynamic Ratios 




I. Sales to total assets 

166.3% 

166 7% 

- .4% 

2. Surplus net profits to total assets 

2.8% 

15-9% 

- 13 1% 

3* Percentage earned on common and surplus 

5 6% 

10.8% 

- 5-2% 

4. Percentage earned on common stock 

10.1% 

19 8% 

- 9 7% 

5 . Net profits to profits left in the business 

6. Sales to specific assets, as : 

8 1% 

43 9% 

-35-8% 

Sales to inventories 

13-8% 

13 2% 

.6% 

Sales to receivables 

17 4% 

17 8% 

- .4% 


and loss may be grouped so as to have a summary statement somewhat 
as shown in Table 21. Each of the items, as selling expenses, may be 
classified into as many separate items as is necessary for adequate 
analysis. The various accounts should be described in an account 
manual, and should be in terms of the budget. 

The relationship between the balance sheet and the profit and loss 
statement is definite. The balance sheet shows financial position and 
the results of financial changes, while the profit and loss statement 
seeks to analyze the effects that have been produced in the operations. 
The two statements in combination may be called a static-dynamic 
statement. 

Financial Analysis by Means of Ratios. — The analysis of finan- 
cial and operating statements by means of ratios has attracted the 
attention of many managers during the past decade. Some of the 
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measures that may be applied in the analysis of these statements 
appear below. The measures given have been applied to the data 
given in Tables 20 and 21. 

It may be possible to detect weaknesses in a business if these statis- 
tical measures are prepared for several years covering companies in 
similar industries. Investors often analyze the statistics of various 
companies before an investment is made. Financiers ar.e also interested 
in them, and for these and other reasons, the administrators and 
managers will do well to give their own statements critical analysis 
from the financial and investment standpoint. 

The Relation of Accounting to Finance. — The functions of 
accounting and the functions of finance are quite distinct. But as soon 
as this stage is passed and questions of application of these sciences 
arise, their distinctions become less and less apparent. The financier 
must think in accounting terms, and the accountant who has a broad 
concept of his work does not content himself with recording results. 
Because of the great overlapping in the application of the two func- 
tions, and the ability of a controller to handle better the situation in 
practice, we have shown the finance function as one of the functions 
of the controller. 

Organization for Financial Control. — In a sizable concern the 
controller will require a specialist to head the finance function. This 
specialist may be called the treasurer. He should have supervision 
of the cashiers, and the receipt and disbursement of all moneys. In 
practice it has been found advisable to deposit all receipts in the bank 
and make as many payments by check as conditions warrant. Pay- 
ments are usually made upon the basis of vouchers prepared and 
approved by the general accounting department. These vouchers may 
be filed in a tickler under the date when payment is to be made, and 
on that date the check, which may have been filled out as a part of the 
voucher, will be signed and delivered to the payee. 

The treasurer or his representative should make the pay-roll dis- 
bursements. The pay-roll records may be kept by a section of the 
general accounting department. 

The treasurer may have control of credit and collections, but the 
controller should have a separate department for this work. The par- 
ticular arrangement will depend upon the size of the organization and 
the necessity for highly specialized knowledge in this phase of man- 
agement. The controller may well leave this work to the treasurer. 

The Simplified Capital Structure. — considerable number of 
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large corporations have issued so many different classes of securities 
that the question of the liabilities, in case of financial difficulties, be- 
comes exceedingly complex. Such a situation can be avoided by 
having a small number of classes of securities and by having them 
very different in character ; as, for example, first and second mortgage 
bonds, and preferred. and common stock. Some financiers have been 
so busily enraged in selling every conceivable kind of credit which 
the corporation may agree to sell, that they have neglected to protect 
the corporation' from a vast number of classes of liabilities. In a 
recent reorganization of a large corporation, there were over one 
hundred different creditor committees to deal with. If the asset and 
liability requirements of a concern are planned well in advance of 
operations, the capital structure may be kept simplified and at a saving 
to the business. 

How to Dispose of the Securities. — An important matter to 
keep in mind is that of how and to whom the securities are to be sold. 
There are two main ways of disposing of securities. They may be 
sold to (i) bankers or brokers and (2) direct to private investors, 
stockholders, or others. 

If the securities are of such a nature that investment bankers or 
brokers will market the securities, it is usually customary to sell the 
securities to them. This may be the most economical way to secure 
the desired funds. Where the securities of a corporation are listed on 
one of the important stock exchanges, if the corporation is fairly suc- 
cessful financially, its securities may be sold easily. This is an impor- 
tant source of funds to relatively large corporations. 

If the securities to be sold are of such a nature that they cannot 
be .sold advantageously to investment bankers or brokers, they may 
be sold to present stockholders or to the general public. Relatively 
small issues of sound securities and the new and additional stock of 
most corporations are usually marketed in this manner. Some con- 
cerns find that present and former stockholders will absorb the securi- 
ties which the enterprise has to offer. 

Deciding upon the Securities to Issue. — An important consid- 
eration is deciding what securities will sell best. This is too often the 
only consideration. From the standpoint of sound business enterprises, 
an important question to ask is : What will it do to the liability struc- 
ture? If the financial policy of the concern is so planned that its 
main purpose will be to sell its services instead of its credit, the 
capital structure will usually be simple. The ability to sell its credit 
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Upon advantageous terms is valuable to a concern. This phase of 
finance should not be allowed to dominate the financial policy of a 
business. If the liabilities of a business are scattered over as wide 
a range as the financier can sell credit, the concern may save itself con- 
siderable embarrassment by taking steps to simplify its liabilities. 

Much that has been said in this chapter relates to financial con- 
cepts from the management point of view. The accounting phase of 
financial management is closely interrelated to the actual decision about 
financial matters. Accounting technique furnishes to financial manage- 
ment the story of the finances of the business in such a manner that 
the management should be able to anticipate, for a reasonable period 
in advance, not only the financial requirements of the business but 
also the effects which certain financial arrangements will have upon 
the concern. 

The Control of Disbursements. — The funds which come into 
the business require executive control for their protection and proper 
disbursement. The proceeds from the sale of various classes of 
securities are usually expected to be spent in a specific manner. The 
basis for control rests upon properly drawn budgets and their enforce- 
ment. The treasurer should be able to control expenditures by the 
aid of these budgets. The finances of a concern may be such that 
rigid adherence to all budgets must be enforced or the cash require- 
ments of the business will exceed its ability to secure the necessary 
funds. This may be disastrous to the enterprise. The administrators 
may wish to control the expenditures for the purposes of keeping the 
finances of the concern on a sound basis. The various activities of the 
business must be kept in proper balance and an effective way of doing 
this is to control the expenditures. The various budgets must be drawn 
up in such a manner that the finances and credit of the concern will 
permit of their being carried out. No matter how desirable and 
promising the program that may be set forth by the budgets, if the 
cash requirements of such a program cannot be provided, the program 
is unwise. Thus the enterprise is usually bound down to the financial 
policy of the business and its cash requirements. 

The enterprise may provide for automatic solvency by restricting 
the expenditures and contracts for expenditure to a portion of the 
receipts. There is normally a spread in the cash balance due to the 
realization of profits, depreciation, etc. If the expenditures of money 
'and credit are restricted within these realization limits, the concern 
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should have the necessary funds to pay all claims against the business. 
This is sometimes called ''financing from within the enterprise.’^ 

Disbursements may be classified according to the purpose for which 
they are made. From the accounting standpoint they may be classified 
according to whether they may be classed as balance sheet or as profit 
and loss items. The control of the funds which may be realized from 
the destruction and deterioration of property should receive the care- 
ful consideration of the policy corps. If the concern is to remain in 
the business, ample provision should be made for the perpetuation and 
necessary expansion of the fixed assets, as well as for other asset and 
liability requirements. 

The Control of Credit. — ^Credit control is secured by (i) the 
application of the science of selecting credit risks to the granting of 
credit, and (2) the application of effective collection methods to those 
who fail to meet the terms of credit granted. 

Accounting furnishes the principal tools for the application of 
science to selection of credit risks. What has been said regarding the 
application of accounting to a business enterprise is also applicable 
to the study of credit risks. The financial statement is possibly the 
most prevalent basis for the granting of credit. Character, business 
acumen, and demonstrated ability to succeed financially are often of 
more importance as a basis for credit than the balance sheet itself. The 
balance sheet is becoming a requisite to the securing of credit by a 
sizable concern among banks and business houses. The banker who 
extends large credits to an enterprise may request a budget of proposed 
operations. The prudent borrower may well submit a budget to his 
banker as a proof that the proposed credit is needed and can be used 
profitably. 

In a large enterprise sound credit granting may be based largely 
upon sound accounting analyses, if accounting be defined in a broad 
sense. The borrower who can turn funds to a good use should not 
hesitate to furnish the lender with such data as will enable the lender 
to select credit risks wisely. The lender or the credit grantor usually 
has a wide choice of those to whom accommodation will be granted. 
There are more prospective borrowers than lenders, so that many pros- 
pective borrowers must continually be refused credit. The prudent 
banker will usually be receptive to the borrower who knows enough 
about his business to present the banker with a statement of his cash 
requirements in advance of operations, if the banker believes that the 
program is sound and will be effected. 
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There are many phases of credit work and many sources from 
which credit information may be obtained, but a consideration of these 
would lead this discussion far afield. 

The phase of credit control which has to do with collections is, 
to a considerable extent, in the field of management and somewhat 
beyond the accounting field. As in every phase of management, how- 
ever, we find that accounting should be availed of for the information 
it may offer. The accounting records should furnish the treasurer or 
the collection igianager with information as to collections, delinquencies, 
and other pertinent information. It is largely through the information 
furnished by accounting that the collection manager will decide upon 
the basis for action. The procedure followed in making the ^collection 
is not an accounting function, but accounting is vitally interested in 
the results produced, as well as in the prospective results of future 
operations. 

The effectiveness of the credit department is not usually to be 
judged by the actual losses which are incurred in operation. The basis 
for judging effectiveness may be as follows : given a certain amount 
of business from acceptable credit risks, what should be the normal 
loss and what will be the possible deviation from this normal loss as 
business increases or decreases? Some credit managers can predict 
credit losses so closely that the variations in risk are of a very minor 
character; but from the standpoint of management control, these 
variations are significant. A variation from the forecast, when proper 
allowance is made for adjustments in the forecast, of one-eighth of one 
per cent may mean that the credit department is not as effective as it 
should be. 

In many businesses today the prudent extension of credit is funda- 
mental to the success of a business or an industry. Unless sound credit 
be extended to buyers and sellers, the effective demand for many goods 
would not be such that they could be sold in large quantities at a 
profit. The control of credit in all of its phases rests rather firmly 
upon accounting. 

The Control of Income. — The control of the income of a busi- 
ness can be secured best by means of properly drawn budgets. The 
principles for the determination of income are as yet not authoritatively 
determined by our courts. Montgomery defines profits as follows : 

The net profit of a business is the surplus remaining from the earnings after 
providing for all costs, expenses, and reserves for accrued or probable losses.^ 

^R. H. Montgomery, Auditing Theory and Practice, 1919, p. 205. 
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In a particular case the determination of profits is not only a matter 
of concept but also a matter of opinion. It is nevertheless incumbent 
upon the business enterprise to state its net income in accordance 
with sound accounting principles. 

The net income available for dividends upon the common stock 
is not as yet legally determined in a satisfactory manner. The matter 
of income determination and the dividend policy lies largely with the 
managers and administrators of the individual enterprise. Investors 
are often prone to buy securities largely upon the basis of ^he dividends 
paid, and the earnings reported. The importance of prudent adminis- 
trators, and the application of sound principles of accounting to the 
business enterprise, may now be realized forcibly. A false or mislead- 
ing statement of the earnings or the financial position of a firm may 
cause certain holders of securities of a business to profit at the expense 
of other security holders. 

It is assumed that the net income has been determined according 
to the principles of good accounting practice. This income should 
be protected in accordance with predetermined financial policies. If 
it becomes advisable to change these financial policies, the policy corps 
should make the change in such a manner that the net effect of the 
change upon each liability, or each prospective security holder, will be 
of negligible importance. For example, a corporation has been paying 
an 8 per cent dividend on the par value of its stock. If the directors 
raise or lower this dividend at a particular meeting to take place in 
the near future, the effects may be the same in principle as ^'splitting 
a melon.” It may result in legal financial manipulation, when judged 
from the basis of high ethical principles. 

From the above it may be seen that the income, as well as the 
investment in an enterprise, may be controlled along three different 
lines, as follows : 

( 1 ) Control may be exercised by strictly illegal methods. 

(2) Control may be exercised by legal methods, and 

(3) Control may be exercised by the application of policies that 
are based upon high ethical principles. 

The control of income does not mean that dividends are not to be 
paid. On the contrary, the income of a concern may best be controlled 
by paying as high a dividend as is consistent with sound management. 
A concern that can pay an earned dividend regularly may put its 
securities into the sound investment class. The securities of such a 
concern may be marketed readily at a small cost. The conservatively 
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managed concern does not, however, pay out all the surplus net profits 
to stockholders. A portion of the earnings should be retained to absorb 
possible prior losses, to provide a moderate reserve for expansion, if 
desired, and to equalize dividends. This residuary is called surplus, 
which Professor Kester defines as follows : 

Under the corporate form of organization “surplus” in its broadest sense 
represents the difference between the net worth of the business and the capital 
stock issued and outstanding. Because of the legal requirement that the value of 
the capital stock be shown always at the original amount— which is usually 
par — any increment or decrement in value because of profit or loss made and 
reinvested in the enterprise must be shown under separate heads. Thus surplus 
— or deficit — is the general term to indicate this increase in value.^ 

Surplus in a sizable concern is often divided into ^'appropriated’^ and 
“free” surplus. The latter is the only amount that the stockholders 
may look upon as available for the payment of regular dividends. 
Some concerns use a considerable part of their earnings — appropriated 
surplus — ^to provide for the expansion of the business. Such a policy 
may work considerable injustice on the present and the prospective 
security holders. For example, it may decrease the sales price of the 
common stock and increase the market price of its bonds and preferred 
stock. 

The control of the net income of a business is a requisite to financial 
success. The administrators, the managers, the employees, and the 
general public should not lose sight of this fact. The functions of the 
controller cluster about the important problem of financial control, 
which includes the control of income. 

^R. B. Kester, Accounting ^ Theory and Practice, 1920, p. 407. 



CHAPTER IX 


COST ACCOUNTING AS AN AID TO MANAGEMENT 

The Concepts of Cost Accounting. — In Chapter II something 
of the nature and concepts of cost accounting was discussed briefly. 
These concepts were grouped according to whether the cost was to be 
ascertained largely (i) after the work is performed and (2) before 
the work is performed. In the present chapter the first concept will 
be treated more fully, while the second concept will form the theme of 
Chapter XL 

Financial accounting in its most general form gives little informa- 
tion that materially helps to solve other than finance problems. For 
the successful conduct of an enterprise, where competition is effective, 
something must be known of the internal work of the business. To 
meet this need, the concept of cost accounting was formulated. The 
fundamental steps that entered into the first cost accounting concept 
may be briefly stated as follows: (i) ascertain the amount of direct 
labor entering into the manufacture of the product; (2) ascertain the 
amount of direct materials entering into the product; (3) prorate to 
the product an equitable proportion of the overhead costs. To carry 
out this concept in practice many mechanisms, ways, and means have 
been devised. This latter phase of the work is regarded as system 
work. 

The Objectives of Retrospective Cost Accounting. — There were 
two main objectives back of retrospective cost accounting. They were : 
(i) to ascertain the ''actual cost” of products and (2) to secure a 
logical basis for inventory valuation. Later, the objectives have been 
extended to: (i) the ascertainment of an "equitable"’ cost, (2) the 
ascertainment of a possible selling price, (3) the determination of 
profits by lines of products, (4) the ascertainment of variations in 
costs, (5) the securing of data that can be used to indicate the neces- 
sity for management attention to such matters as better processes, bet- 
ter methods, etc., and (6) the ascertainment of cost to serve as a check 
upon accuracy of predetermined cost. 

143 
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The desire to ascertain the actual cost of commodities led cost 
accountants to a retrospective outlook upon the subject. The ''actual” 
cost of commodities was conceived to be nothing short of the total 
amount of the labor, materials, and overhead expended in a manu- 
facturing enterprise. With such objectives in view, it is impossible 
to state the actual cost of commodities until a certain period of time 
has lapsed, as a month or a year. The concept is that if the total costs 
are divided by the total product, the result will be the actual per unit 
cost. No items will remain unallocated to the product. This is the 
reason that it is "actual” cost. 

Cost methods which pursue the actual cost concept have developed 
considerable technique. There is usually a considerable number of 
methods that may be used to pursue the objective. Different methods 
usually give quite different results. If costs are to be on a somewhat 
comparable basis, the same methods must be used. 

The question of a proper basis for the valuation of inventories was 
a definite objective of the retrospective cost accounting, as was pointed 
out in Chapter II. 

The application of methods to the determination of "actual” cost, 
by men who were seeking for a "fair” statement of the truth regarding 
costs, soon disclosed that the actuality of costs is usually subject to 
much qualification. The word "actual” connotes something that is 
absolutely true. The concept of actual cost may be real but its appli- 
cation in practice is a myth. A different objective is needed. The 
term "equitable” cost would be much more accurate to apply to cost 
accounting than "actual” cost. For convenience, however, the words 
"retrospective,” "post-mortem,” or simply "cost” will be applied to 
this type of cost accounting. If cost information is to be of any con- 
siderable use to management, the concept and the methods applied to its 
determination must not lay claim to greater accuracy than the facts 
warrant. 

Emphasis has often been laid upon the value of retrospective cost 
accounting as a proper basis for computing a reasonable selling price. 
It is stated that cost plus profit is equal to the selling price. The 
objective is one that may be overemphasized easily. The cost of a 
commodity usually fluctuates considerably more than the sales price. 
The sales price is generally subjected to competitive conditions. These 
factors make costs of less use in determining sales price than cost 
accountants are sometimes prone to emphasize. 



COST ACCOUNTING AS AN AID TO MANAGEMENT 145 

Cost accounting methods are sometimes applied with the object of 
stating profits by lines of products. In many cases such information » 
has been responsible for the change of the policies of enterprises and’ 
industries. It is comparatively easy to make quite costly mistakes by . 
following this type of cost information, so that statement of unit cost • 
for executive use and action should receive the careful consideration 
of the controller and the other major executives. This truth was 
illustrated by Table 3, in which the cost of a fan was stated. 

Retrospective cost accounting is often used to’ direct the attention 
of managers to variations in cost. The object is to show that there 
is a variation in cost. The assumption is that a former cost is a 
reliable criterion by which to judge present performance. For this 
information to be of any considerable importance, the conditions must 
have been substantially the same. This assumption is quite often made 
by cost accountants and managers, when the conditions do not war- 
rant the assumption. Conditions in the factory and in the business 
world are not static enough to fit this type of cost information with 
any considerable degree of accuracy. 

The data that may be secured from retrospective cost accounting 
may often be of considerable value to management in pointing to the 
necessity for better methods of doing work. Unless the accounting 
information be of somewhat highly analytical character, the informa- 
tion that is secured may be obtained in a more economical manner by 
the use of a survey. Cost information of the proper kind may help 
materially in finding better methods of doing work. It has often 
helped to emphasize the probable profitableness of new machines, new 
processes, and of a new layout for the work. 

Figures 16 and 17 may serve to give a mental vision of what 
may be considered as the results to be obtained from cost accounting. 
Without a cost system all is mystery between the dates of the two 
balance sheets. Profits and costs are a mystery, and the objects of cost 
accounting are largely to solve this mystery for management purposes. 

Emphasis may well be placed upon retrospective cost accounting 
to serve as a check upon the accuracy of predetermined costs. In most 
cases it is advisable to secure a statement of how work is done and 
of the cost of the work as it is done at a particular time. Such a 
procedure is advisable before a study is made of how the work may 
be done better or more cheaply. Improvement should start from a 
knowledge of what is being done, otherwise the proposed improvement 
may not be an improvement at all. It may also be hard to convince the 



Originating iRANSACTiOtis Manufacturing Operations Final Result^ 

Usually Well Cared For No Cost Controu Wea Cared For so Far as Possible 



Figure 17. Manufacturing Flow in a Concern Having Cost Control. 

These two figures are taken from Jordan and Harris— "Cost Accounting,” p. 4. Revised Edition, 1925. 
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management that an improvement has been made unless there is a 
reasonably good basis for comparison. 

Elements of Cost. — There are many elements which enter into 
the cost of a service. It has long been a practice to classify all of the 
costs into the following classes : 

Prime cost: 

Direct labor .... 

Direct materials 


Factory cost: 

Prime cost 

Indirect charges 

Total cost: 

Factory cost $0 , 000 . 

Selling, Management, and General expenses $0,000. $0,000. 

Each of these classes of costs may include one or more sub-classes 
of costs. 

The Importance of Unit Costs. — From early times men have 
been interested in unit costs. At early stages of industrial develop- 
ment men seem to have reckoned the amount of labor that entered 
into various commodities when exchange took place.^ 

In a competitive industry the unit cost of commodities too seldom 
has anything definite to do with the sales price of the commodities. As 
industry grows more competitive and profits per unit tend to lower 
levels, the question of unit cost grows in importance. Many factories 
make thousands of different articles, no considerable number of which 
are made by a number of other concerns. The general pricing policy 
of most factories may be said to be that of charging what they believe 
that they can get for articles. If a reasonably good knowledge is had 
as to the probable cost of articles, this may serve to indicate the lower 
limits beyond which the sales price may not be allowed to go. In prac- 
tice, many commodities are sold at a customary price. The cost of 
production of these commodities may be said to vary from factory to 
factory, and even within the individual factory itself. Unit costs may 
serve to indicate the profitable lines or commodities. Such a knowl- 
edge of unit costs may serve as a partial basis for changing the funda- 
mental policies of an enterprise. 

The Problems of Unit Costs. — The application of the concept 
of cost accounting to a specific problem often leads to difficulties. In 
^See Adam Smith, The Wealth of Nations^ Ch. VL 
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some cases, it is comparatively simple to find the direct labor and 
direct materials that should enter into the cost of an article. The 
question of overhead costs may also be quite simple. In many cases, 
however, these items are not so easily obtainable. Questions of the 
classification of labor, materials, and overhead cost usually arise at 
the outset. In many cases, the questions of cost classification may be 
solved satisfactorily. The problems of overhead distribution give rise 
to many of the most important problems in cost accounting. Overhead 
costs are oftervsuch an important item in the cost of products or services 
that a large part of the energy of the cost department is devoted to 
the ''distribution of overhead.'" 

The unit to be used in stating cost sometimes gives rise to impor- 
tant problems in cost accounting. Some items may be conveniently 
stated as follows : by the ton, pound, ounce, square yard, foot, barrel, 
gallon, etc. Where quality enters, the problem of units of measure 
may be more complex. A points system may be used effectively under 
such conditions. An index number system may also be used, as 
indicated in Chapter XIII. It may be desirable to have all of the 
units as well as quality expressed in terms of points. By the translation 
of units into points it is possible to express a number of different 
classes of units so that mass data can be understood more easily. 

Types of Cost Methods. — ^There are two main types of cost 
methods used in cost finding: (i) the order method; (2) the process 
method. Form i shows some of the industries in which these general 
cost methods may be applied. 

Cost methods generally consist of three main parts, as follows : 

(1) Ways and means for ascertaining and for reporting the 
three elements of cost; namely, labor, materials, and over- 
head costs. 

(2) Ways and means of recording and summarizing these cost 
components. 

(3) Ways and means or a procedure for combining the ele- 
ments of cost so as to ascertain a statement of the cost of 
each article or of each order. 

The particular ways and means employed in securing these three aims 
will depend to a considerable extent upon the type of cost method 
employed and upon the requirements of the particular business. 

The nature of the work performed and the information desired 
of the cost methods will determine the main features of a cost system. 
The manner in which the work is performed, and other factors must 




Form I . Chart Showing Methods of Cost-Finding Applied to Various Industries. Taken from J. Lee Nicholson, Cost Accountings p. 33. 



ISO ACCOUNTING FOR EXECUTIVE CONTROL 

also be considered. For example, in a foundry the work proceeds 
continuously for a number of years before the furnaces are closed. 
The cost components would be accumulated for a time, from which the 
cost per ton may be computed. It would be uneconomical to find the 
cost per ton of each batch of iron produced, and then ascertain the 
average cost per ton produced. In a garment manufacturing plant 
the product will not usually be standardized and the orders will be 
for definite quantities. In such a case, the labor, materials, and over- 
head cost may be assembled by orders so as to compute the cost per 
order and per garment. 

Accounting for Labor. — In the production of goods and services 
a number of classes of labor are employed. The class of labor here 
referred to is that which is usually referred to by the orthodox cost 
accountant; namely, direct and indirect factory labor. In a sizable 
concern, records serve as a basis for accomplishing the following: 

1. The determination of the amount of money due to workers 
according to the terms of the contract of employment. 

2. The assembling of the information regarding wages in such 
a manner that it may be used for cost data. 

The time clock and the time card provide information relative to 
the time that the worker claims to have spent and for which he may 
request payment. The wage contract, of course, governs much of 
the information that may be secured from time cards. The informa- 
tion is generally of such a character that the money due the worker 
can be calculated accurately. The particular wage agreement is usually 
not a question for consideration. Cost accounting may furnish valu- 
able information about the effectiveness of different kinds of wage 
contracts, but wage contracts are management problems. Accounting 
methods furnish the ways and means for recording, manipulating, and 
making the data available in such form that the information can be 
understood by the management. The particular method of recording 
time will usually depend upon the kind of cost system employed. 

Factory labor is usually classified into two main groups: direct 
labor and indirect labor. The term “direct labor'’ usually denotes 
the labor that is expended and can be traced to particular orders or 
operations. Indirect labor is all other classes of factory labor that 
cannot be traced easily to particular orders or operations. In prac- 
tice, the classification of labor is not always easily applied and becomes 
somewhat complex. A defitiite classification should be prpyided, and 
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the manual of accounts should describe each item so that it may be 
easily discernible to which account each item is to be charged. 

The various data that are recorded on the time cards to give 
information about wages, bonuses, etc., may be entered on records for 
the purpose of showing the amount due to factory workers. Certain 
classes of employees do not usually fill out time cards, etc., but some 
method is used to record the wages that each is entitled to receive 
and the account to be charged. This record is usually known as the 
pay-roll record. Much clerical work can be saved by l^e application 
of mechanical devices to the pay-roll problem. The cost methods and 
the wage payment plan also have much to do with the expense of 
keeping pay rolls. 

One case is of record where the controller was able to reduce the 
number of pay-roll clerks, from over eighty to five, by changing from 
a complex to a simpler and more satisfactory wage plan, and by the 
application of mechanical methods to the recording and the computation 
of the pay roll. The number of employees increased, but the squad of 
five machine operators did the pay-roll work more accurately and 
better than it had ever been done before. 

In some cases it is possible to analyze the pay-roll records into a 
few classifications and charge the factory labor to cost, direct from 
the pay roll. This is often the case where the process method is 
employed. Where the unit cost of a number of articles is desired, it will 
usually be necessary to post each item on the time cards to individual 
job cards. The particular methods used in finding costs may often be 
revised so that the expense incident to the securing of cost information 
may be reduced considerably without any sacrifice of accuracy or use- 
fulness of the data, or the usefulness may be often increased and at 
a savings in expense. 

Accounting for Materials. — The fundamentals of accounting for 
materials may be treated under three headings, as follows : 

(1) The control of stores. 

(2) Material reports. 

(3) Stock records. 

Each of these topics will now be discussed. 

In order to have an adequate accounting for stores, consideration 
must be given to the protection of the materials in store. These mate- 
rials must be protected from theft, extravagant and improper uses. 
Care must also be exercised to see that the material requirements 
pf an enterprise are supplied in an intelligent and economical manner. 
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This implies that such materials, as are necessary to fill specific orders 
or to fill the normal demand for materials for a specific time, will be 
purchased and kept in store. 

In a factory there are usually many items that may be called stores. 
The various items may be classified as follows : 

( 1 ) Raw materials. 

(2) Supplies. 

(3) Semi-finished parts, or in-process items. 

(4) Finished parts. 

(5) Finished products. 

(6) Scrap. Such items as obsolete stock, defective goods, by- 
-products, salvaged materials, clippings, etc. 

Ample and suitable space should be provided to keep the stores 
from damage and deterioration. This phase of the job is largely a 
management problem. 

The control of stores has to do with the proper determination of 
the requirements of the business. This is secured largely by budgeting 
methods properly applied. The manufacturing budget should detail 
the specific kinds of materials needed and the approximate date when 
these materials will be required. Such information will assist the 
purchases manager in the purchase of materials in an economical 
manner. 

There are a number of material reports that enter the cost records, 
some of which are as follows: (i) bill of materials or request to 
purchase; (2) purchases; (3) receiving; (4) requisition; (5) trans- 
fers; (6) credits; (7) cost sheets; (8) inventory; (9) disposition. 
These will be discussed briefly. 

A statement of the principles underlying purchases procedure and 
the records is treated in Chapter XIX. 

Material requisitions are orders to the store keeper to deliver 
specified materials. Form 2 shows a typical requisition. These 
requisitions should be made with the proper number of duplicates to 
facilitate the office and factory work. The bookkeeping for stores may 
be facilitated by the practice of using separate requisitions for the 
materials for each order. Since these orders are original records, they 
should be filled in properly and signed by the proper persons. Care 
should be exercised to protect them from destruction and from 
improper use. 

A transfer order is sometimes required for the purpose of effecting 
transfers of material that may have been erroneously charged and 
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delivered to the wrong department. This order is somewhat similar 
to the credit order, with the exception that the use of the credit order 
may be confined to correction of errors made in material reports. 

In some special cases cost sheets may be prepared for the purpose 
of summarizing and classifying materials. Cost sheets are usually 
prepared for the purpose of assembling the various items of cost, and 
for that reason the topic will be treated under cost reports. 

Where the perpetual inventory records are verified from time to 
time by the physical inventory test, a material report m^-y be prepared 
on which the results of the reconciliation between the physical and the 
book inventory may be recorded. Such a report form may save much 
time, effort, and expense in a sizable concern. 
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Form 2 . Material Requisition. 


The disposition report states the materials that have been used. 
This type of report is needed where materials are requisitioned and 
stored near the points where they will be used. It may be that some 
considerable time will lapse between the time the material is received 
and the time it is used. This type of report may serve to keep close 
account of the materials at the several stages of manufacture. 

Overhead Costs, — Overhead costs may be divided into four main 
classes. These main classes together with some of the main subclasses 
are shown below. 

I. Factory Overhead Costs, 

A. Indirect labor: 

a. Labor not practicable to charge as direct labor, such 
as designing, layout, planning, experimental work, 
etc. 
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b. Superintendence. 

c. Foremen. 

d. Inspectors. 

e. Factory clerks. 

f. Defective labor. 

B. Indirect materials : 

a. Materials not practicable to charge as direct materials. 

b. Small tools. 

g. Supplies. 

d. Defective materials. 

C. Indirect expense : 

a. Rent. 

b. Insurance. 

c. Taxes. 

d. Interest. 

e. Maintenance and repairs. 

f. Heat, light, and power. 

g. Transportation expense not charged direct to materials. 

h. Depreciation, depletion, and obsolescence. 

i. Other factory expenses. 

II. Marketing Overhead. 

A. Advertising costs. 

a. Direct advertising, classified. 

b. Indirect advertising, classified. 

B. Selling costs. 

a. Salesmen’s salaries, expenses, etc., classified. 

b. Sales commissions. 

c. Sales office expenses, classified. 

d. Shipping department expenses classified. 

e. Other expenses, classified. 

III. Management Expense. 

a. Salaries of major and minor executives, classified. 

b. Professional services, classified. 

IV. General Expense. 

a. Rent. 

b. Electric communication expense. 

c. Salaries of clerks. 

d. Printing and stationery. 
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e. Postage. 

f. Other expenses. 

This classification is intended to be suggestive only. 

A considerable variation is often found in the way in which over- 
head expenses are classified. The benefits that may be derived from 
cost comparisons of various concerns will be negligible unless the same 
classification is used. There are in excess of one hundred and fifty 
uniform cost associations in this country at present. The members 
of these associations generally compare costs through the association. 
The individual members will seldom know the costs of other indi- 
vidual members. Such cost information has been used to correct 
some unfavorable conditions within a concern and within industries. 
Such uniform costs have led to illegal price fixing in some cases, as 
may be illustrated by the recent potteries case. Uniform costs may 
be used to advantage without becoming illegal. 

A number of different bases have been advocated for the appor- 
tionment of overhead costs to the product. Some of these are as 
follows : 

1. Direct labor. 

2. Direct materials. 

3. Composite of labor and materials. 

4. Machine hours. 

The procedure often followed, where retrospective cost accounting is 
now employed, is to estimate the total amount of the cost of goods to 
be manufactured during a given period and to divide that sum into 
the amount of the estimated direct labor; for example, to ascertain 
the rate to apply to future direct labor in order to determine cost. 
To this cost is added an amount or a percentage of the cost to deter- 
mine the sales price. It should be emphasized, however, that this 
procedure is quite often a statistical matter, and does not enter into 
cost records that tie-in with the general books. Where it does enter 
such cost records, the procedure is to have accounts for the various 
overhead costs to which items are posted. An account may also be 
kept in which is entered in a summary form the various items that 
have been added to orders to cover overhead costs. When the books 
are closed, this account, together with the various overhead costs that 
appear in the books, are posted to an account called ''Burden Clearing 
Account.’' The balance of this account will show whether the burden 
has been over or under absorbed. If a balance remains, "overhead 
distributors” generally advocate that the "actual” cost cannot be 
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found until this balance is distributed. Such a procedure, however, 
does not seem to serve a useful purpose. 

Taking the Inventory. — Cost records usually provide ways and 
means for keeping a perpetual inventory, as this is one of the main 
purposes of cost accounting. Stock records are usually kept for all 
items in stores, such as raw materials, supplies, finished parts, and 
finished products. The general cost records provide for keeping- 
account of the materials in process of manufacture. If the book 
inventory is i>eriodically tested by a physical inventory, as explained 
above, the book inventory may be so adjusted as to reflect a cost 
valuation of stores on hand. The best practice of stating inventory 
valuations seems to be the lower of cost or market. The practical 
difficulties in following this practice often makes it advisable to value 
the ^'current” inventory items at cost and to write down the remaining 
items to a nominal or scrap value. The current inventory items should 
be composed of items which are required for use within a definite 
period, as a year. Articles that are obsolete, damaged, or un-current 
should be reflected in the books at a conservative valuation. Valua- 
tions are sometimes made at book value less an arbitrary percentage 
oh the book value. This may be a good method capable of reflecting 
a valuation for purposes of stating profits, but the practice should be 
avoided and the stock records made to disclose the valuation. 

Where the perpetual inventory is kept up to date and is found to 
be reasonably accurate, the inventory can be taken by tabulating the 
balances shown on the records. Such an inventory makes possible 
the preparation of balance sheets and income statements without the 
usual disadvantages of closing down a plant and the difficulties faced 
in making a consistent valuation of the inventory. If the perpetual 
inventory is not reasonably accurate for the items kept, a careful 
check should be made to disclose the causes for failure to secure proper 
results. The discrepancies may be due to many causes, such as: 
poorly devised system, system not enforced, dishonesty, ignorance, or 
poor clerks. 

Interest as an Element of Cost. — The question of interest as 
an element of cost has been debated by cost accountants, but no 
definite conclusion has been reached as to whether the item should 
be used in cost accounting.^ Care should be taken in charging interest 
to cost so as to make it possible to remove all interest from the assets 

^ J, L. Nichonson, Cost Accounting^ See also the discussions by the National Asso- 
ciation of Cost Accountants. 
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carried in the balance sheet. Several advantages and disadvantages 

of charging interest as an item of cost have been advanced. The 

charging of interest usually makes time one of the cost factors. The 

analysis of net profits from operation into interest and ^Tisk” may 

serve to emphasize the importance of interest in the interpretation of 

operating profits. In the determination of profits by lines of products, 

the recognition of interest as an item of cost may serve to indicate 

the comparative profitableness of the several products. If interest 

were not considered as an item of cost, the interpretation of profits 
# • ^ 
might be quite erroneous. 

Cost Systems . — The assembling of the labor, materials, and 
overhead, in a sizable concern that manufactures a variety of products, 



Form 3. Foundry Labor Tabulating Card. 


gives rise to an important problem ; namely, in what ways and by what 
means shall the work be done. To the controller, this is a practical 
problem. The work must be done accurately and it must be reliable 
and immediate. To secure these aims, extensive use has been made 
of labor-saving devices; namely, forms, mechanical devices, and 
systems. Much has been done to make these labor-saving devices 
effective. 

The application of properly devised and controlled forms has done 
much to make accounting data available for use. The cost of such 
data has often been in excess of what it might have been had better 
methods been employed. Mechanical devices have been able to secure 
more reliable data in a quicker time and at a large savings in cost. It 
is beyond the scope of this book to go into the details of systems, 
mechanical devices, and form construction. Attention will, however, 
be directed to the punch-card tabulating machines. These machines 












158 ACCOUNTING FOR EXECUTIVE CONTROL 

have been developed so that much accounting data can be secured for 
a sizable concern at a low cost as compared to hand labor. 

The elements of cost may be recorded on cards similar to those 
shown in Forms 3 and 4. Burden or overhead costs are applied to the 
labor and to the materials. These cards serve as original records. 
After they have been filled in by the proper persons, they come to the 
“punch” section. A punch machine may be seen at the right in Figure 
18. The card is inserted in the punch machine and the girl punches 
holes which represent the data recorded on the card. The work may 
be checked by the use of a machine made for verifying the accuracy 



Figure i8. An Electric Tabulating and Accounting Machine Installation. 


of the work. The cards are then ready to be sorted. The machine 
operated by the man in Figure i8 is an electric sorting machine. This 
machine, for example, arranges labor cards for pay-roll uses and 
rearranges them for cost purposes. They may be sorted according to 
job numbers, part and operation numbers, according to departments 
and individual operators. The operating speed is at the rate of about 
250 cards per minute. The electric tabulating machine may be seen 
at the left in Figure i8. After the cards have been sorted according 
to the desired classification, they are run through this machine at the 
rate of about 150 per minute. The information on the card w^hich 
relates to the desired classification will be printed on a piece of paper. 
Thus, if the pay roll is desired, the cards may be sorted according to 
employees and the tabulating machine will record for each employee the 
information on the card, as follows : job numbers, hours, wages, and 
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total. From this data the pay-roll voucher may be prepared, and other 
statistical information obtained. 

The cost of a given job may be secured within a short time after 
the final card has been received. The cards may be sorted according 
to job numbers and tabulated in such manner that the cost may be 
secured direct from the printed page. 

The reader will bear in mind that only two types of tabulating cards 
were shown above. Other information may be secured from cards 
made to record such data. For example, cards^may be prepared to 
record information relative to perpetual inventories, Spoiled work, 
cost of idle machinery, labor turn-over, sales data of various kinds, 
profits by products, and other information. In most cases, the infor- 
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Form 4. Stores Disbursement Tabulating Card. 


mation may be compiled in such form as to be of considerable value 
for statistical and analytical purposes. This will help the con- 
troller to interpret his data in such manner that it may serve as a basis 
for intelligent management action. 

Cost Reports. — Cost reports are prepared for administrators and 
executives. The reports that are prepared for the chief executive 
may serve the purposes of the administrators. The major executives 
require quite detailed information, properly summarized, for their 
purposes. The minor executives require cost information relative to 
the operations of their own departments. 

In making an evaluation of the various major functions of the 
business, the chief executive and the administrators need to know the 
cost incurred in the operation of each of its major functions. These 
costs should be arranged in such manner that they can be compared 
with the budget forecast. The importance of the variations from 
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the forecast has already been emphasized. The analysis of the causes 
for variations gives the executive a picture of how he has succeeded 
or failed in his efforts to secure predetermined results. Retrospective 
cost accounting has seldom given to the chief executive the control tool 
which he needed. It has not made provision for a logical analysis of 
causes for variation because it has provided no adequate base for com- 
parison with results. The usual procedure is to undertake to make 
a summary comparison with the prior periods. In some cases such a 
comparison may be of considerable value, but this phase of the work 
has been overemphasized as an executive tool. 

The nature of the reports in which the chief executive should be 
interested will depend largely upon the type of organization and upon 
the kind of services rendered. In a sizable manufacturing company 
which sells its products to the retailer through salesmen, the chief 
executive will be interested in cost information relative to procure- 
ment, marketing, labor and employment, and finance. The chief execu- 
tive should study these reports as a whole, and any unfavorable trend 
should be analyzed further. The major executives will be more inter- 
ested in the details than the chief executive, and the sub-executives 
should be interested in a further analysis and interpretation of sum- 
marized detail. The procurement manager should be interested in 
reports which show the direct, indirect, and overhead costs of each 
department in the organization that is under his direction. But his 
analysis of each of the departments will not be from the same view- 
point as that of the head of individual departments. 

During the past ten years a number of managers have interested 
themselves in cost information for foremen. There seems to be no 
consensus of opinion as to what information foremen and heads of 
departments should receive. According to the principles of control 
previously mentioned, it would appear that the general principle to 
be followed is to give the foremen and department heads all the 
data that they require for the economical conduct of their functions. 
This data, if based solely on retrospective accounting, may not serve 
as a means of control, but it may serve as a basis of information 
that may help the executive in some ways. Reports based upon 
retrospective cost information are useful in many cases to locate 
weaknesses. It may be said, however, that retrospective cost informa- 
tion is usually of but limited use for management purposes. How its 
chief defects may be obviated will be pointed out in the following 
chapter. 
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Advantages and Disadvantages of Retrospective Cost Ac- 
counting. — Some of the chief advantages and disadvantages of retro- 
spective cost accounting are as follows : 

1. Advantages : 

a. It serves as a basis for determining the value of the inventory. 

b. It serves as a basis for ascertaining the capital value of assets 
constructed by the concern for its own use. 

c. It serves as a basis for determining profits by departments, 
classes of products, or other classification. This may serve 
to direct the profit policies of the enterprise. 

d. It may assist in the detection of costly wastes in labor and 
materials, uneconomical plant processes, location and lay- 
out, and selling methods. 

e. It may serve as a basis for the pricing of commodities. 

f. It may serve as a basis for detecting various trends in the 
cost of production to which ' executive attention may be 
directed for the purposes of cost reduction. 

g. It makes uniform costs possible and this enables the opera- 
tions of one concern to be compared with those of another 
concern. This may serve a variety of purposes to advantage. 

IL Disadvantages: 

a. From the management point of view, retrospective costs are 
post-mortem and do not serve well as a basis for the control 
of future results because of varying conditions. 

b. Too much emphasis is laid upon the distribution of overhead 
and the concept that no cost is reliable unless it be the 
"‘actuah’ cost. A faulty distribution basis may lead to 
erroneous and misleading results. 

c. In the great majority of cases, if the selling price is com- 
puted on the basis of cost, the prices will be out of line 
with competitors, unless the profits be the controlling 
variable. 

d. The cost of the information furnished may be in excess of 
the profits which it might bring to the business. 

e. The information furnished by retrospective cost accounting 
may be determined equally well by a different type of cost 
accounting that may be used much more extensively as a 
means for administrative and management control. 



162 ACCOUNTING FOR EXECUTIVE CONTROL 

It is not contended that these advantages and disadvantages are equally 
applicable to every system that employs the retrospective cost concept. 

Interpretation of Expense Accounting. — The information 
obtained from expense accounting represents a result. There may have 
been many forces at work to give the result. Then, too, the results 
obtained do not furnish proof that all the pertinent factors involved 
have been considered. For these and other reasons, a large factor 
of personal judgment must be supplied before the results may be 
evaluated. Pyobably 6o per cent to 75 per cent of the '^total evalua- 
tion^’ is supplied by the interpreter of the cost situation. An analysis 
of the methods employed by a number of executives in the interpreta- 
tion of a cost situation disclosed that not even 25 per cent of the total 
evaluation was based upon the cost information on the executive’s desk. 
From this it appears that the greatest problems connected with the 
use of expense accounting arise in connection with the question of 
proper interpretation. 

The general unavailability of expense accounting negates much of 
the use to which the data could be put. This unavailability further 
results in making the interpretative work rest largely on personal judg- 
ment and rule-of-thumb methods, because many of the factors and 
circumstances which influenced the expenses have been forgotten if 
they were ever known by the executive. If information regarding 
the expenses of a certain piece of work were made available ^^immedi- 
ately” upon completion of the work, the executive could interpret the 
results in the light of his knowledge of transpired events. In practice, 
however, from a week to a month passes before the expenses con- 
nected with a job are made available. An evaluation of results is a 
post-mortem operation and is quite often not taken seriously. 

The superintendents of several manufacturing concerns were 
asked to demonstrate the procedure which they followed in the inter- 
pretation of their cost information. One executive looked at the cost 
reports covering several orders and selected his demonstration case. 
His assistant was asked to bring the previous reports of the job. 
With these reports, the executive began to compare the dollars and 
cents items covering labor, materials, and overhead. He showed the 
amounts and the approximate percentage deviations between the costs. 
The computations were made by sight comparisons and the results 
recorded on a pad. His figures revealed that the most recent experi- 
ence was not so good as the former experience by about 30 per cent, 
and the preliminary conclusion was that the cost was excessive. The 
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foreman in charge of the job was called to explain 'Vhy^' he had made 
such a poor showing. The facts developed were as follows : some 
of the major operations were performed by more expensive men and 
machines than formerly ; one part was spoiled ; there was a price and 
a quantity variation in several items of material ; there was a variance 
in the overhead rate. After considerable discussion the foreman left. 
The superintendent looked out of his office window; he spoke of some 
of the personal characteristics of the two foremen; he observed that 
in making comparisons of costs a large element of persojnal judgment 
was present; that this personal judgment was the result of experience, 
and that he thought the most recent experience was ''had.'' A study 
of the methods employed by the other executives interviewed dis- 
closed that their interpretation of cost information was based largely 
upon their personal judgment rather than the purported facts pre- 
sented in cost data. ^ 

Factors Needed to Minimize Personal Judgment. — Some of the 
factors which should be taken into consideration in the evaluation and 
the interpretation of results secured by expense accounting are as 
follows: (a) the volume of production; (b) calendar variations ; (c) 
variations in efficiency in the use of labor, materials, machines, and 
other items of expense; (d) the standard itself. In the interpretation 
of expense accounting all of these factors must usually be made by a 
rule-of-thumb process. 

The executive, consciously or unconsciously, uses some kind of 
standard in making comparisons and in evaluating results. If these 
standards be largely arbitrary or otherwise uncertain, the evaluation 
of results may be described in the same language. Unless research and 
study be made to determine a standard, little confidence, from the 
scientific viewpoint, can be placed in the standards selected. A major 
defect of expense accounting, from the viewpoint of expense reduc- 
tion and waste elimination, is that proper standards are not available 
by which to evaluate results. 

The influence of volume upon ''cosT’ in expense accounting is not 
properly reflected, and therein lies another major defect in expense 
accounting. A variation in the volume of product may result in a 
significant variation in the expense per unit. In making an evalua- 
tion of results secured, as reflected by expense accounting, the execu- 
tive has a most unsatisfactory way of giving this factor its proper 
weight. 
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Closely allied to the question of volume is the question of calendar 
variation, which is likewise neglected in expense accounting, but which 
should be considered in the evaluation of results. This is particularly 
true where volume is recorded in dollars only, but it should receive due 
consideration in other cases. The productive hours which a plant runs 
during the month due to calendar variation and holidays may vary from 
3 per cent to 20 per cent The result is that with the overhead dis- 
tributed to the product, the cost may appear to have or not to have 
undergone significant variations, which is not the true situation. 

The accounting components of "'cosF^ — namely, labor, materials, 
and overhead expense — are presented in a pro-forma manner and 
purport to show the ^‘expense” connected with the production of cer- 
tain goods or services. From what has been said above, however, it 
is apparent that the content and the limitations to which expense 
accounting is subjected must be understood before a prudent interpre- 
tation of the data can be made. Seldom does the executive make a 
written record of his interpretation of a cost situation. The details 
which are necessary for a prudent interpretation are soon forgotten, 
and when the case is referred to again the executive is tempted to 
judge the figures without the collateral facts or he may not even 
consider the case. 

The Interpretation of Labor Expense. — number of inter- 
pretations can be placed upon labor expense^ — depending upon the pur- 
pose in view. The expenses may be interpreted in the light of the 
cost of living to determine whether they are "'high” or "low.” They 
may be interpreted for the purpose of comparing the labor cost of 
doing specified jobs at different times. Whatever be the purpose 
of the interpretation, it is necessary to know the basic factors which 
are embodied in the data before a rational evaluation can be made. 
The wage-payment plan has much to do with the interpretation. 

If a piece-rate plan of wage payment is employed, then the inter- 
pretation of labor expense is somewhat simple. The amount paid 
for labor is the result of units of production times the piece rates. 
If any two factors be known, the third factor may be found. The 
information is provided by means which assume that the rate is 
"right.” Whether or not this is "true” is subject to collateral facts 
and their interpretation. 

Where compensation is based upon time, the interpretation of 
results is more difficult than where a piece rate is used. A number of 
variations take place and often result in a most unsatisfactory basis 
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for the interpretation of ‘^cost/^ The wages paid do not usually 
provide an index by which two or more similar pieces of work can 
be compared. The rates of pay may have been different, the con- 
ditions under which the work was done may not have been substantially 
the same, and the skill of the workmen may have been quite different. 
A direct comparison of the labor cost, however, would fail to recog- 
nize these important factors, which are necessary for the efficient 
operation of a business. With so many and such important variables 
neglected in expense accounting for labor, the interpretation of and 
the comparison of results should be viewed in the light of more data 
than appears on the face of the figures. Otherwise, the conclusions 
reached may be so erroneous that the concern would have been better 
off without the information. 

The task and bonus plan of compensation has many different 
forms. Usually a base rate is guaranteed, and to this extent it is a 
form of day rate. In addition to the base rate, the employee is paid a 
higher rate of compensation for additional output. Both compensation 
and output are often graduated. This form of compensation is devised 
to encourage high productivity from the employee. If all workers 
earned a bonus, the question of interpretation of the base pay would 
be fairly simple. It would mean that the standards set for the base 
pay had been exceeded. This comparison takes for granted that the 
base task was reasonable. If some workers fail to earn a bonus, then 
the question of the proper interpretation of the labor expense is almost 
as difficult as it is under the straight-time form of compensation. 
When a bonus is earned, the interpretation of results may be made 
in terms of the gradations set. The summary figures for the labor 
on a job, or during a certain period, may be supplemented by data 
regarding the performance of the personnel, in terms of the gradations 
in tasks set. Where the labor for several kinds of jobs are summarized, 
an interpretation of the figures may be made from a knowledge of the 
degree of attainment. Where this form of wage payment is employed, 
the interpretation of expense is made more certain and less difficult 
because standards are employed. Care sould be exercised, however, 
to summarize the payments so as to reflect the expense by gradations 
in the compensation plan. The data in each gradation may be studied 
in the light of the standard set and other information, and an inter- 
pretation made of the data in its several parts and as a whole. 

It is sometimes desired to compare the labor expense of a product 
during one period with the same item during another period. A direct 
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comparison of the expense may lead to an erroneous interpretation of 
the results secured. With a bonus system, it is not usually possible to 
determine the unit production from a knowledge of the rates paid and 
the amount of the payment. If the unit product and the total expense 
are known, the average per unit rate can be determined. A com- 
parison of this average rate during two different periods may be 
made, but an interpretation of the results secured may be erroneous 
if the following factors are not properly considered: (a) the calendar 
variation ; (b^ the effect of capacity upon the willingness of the workers 
to earn the bonus; (c) the comparability of the two general averages. 

The Interpretation of Material Cost, — There are a number of 
reasons why it is difficult to interpret the material cost item in expense 
accounting. In the first place, some standard is needed for compara- 
tive purposes. If two items be compared, there may be a tendency to 
use one cost as the base for judging the other item. Neither figure may 
represent a reasonable standard. In the second place, the monetary 
sum is a result of the multiplication of units by prices. In such a 
comparison there may be a variation in prices as well as in the units. 
The interpretation of expense accounting should take these items into 
consideration, but this is not possible unless the items be analyzed. 
If either the quantity or the price be held constant, the data becomes 
more intelligible because there is only one variable. For example, 
if prices be fixed for materials, then the variable reflects the efficiency 
in the use of materials. Then, too, the quality of the materials must 
be considered and if there is a significant variation, this variable 
should be recognized in the appraisal. In the third place, there is the 
practical question of making the accounts show the materials charge- 
able to the account. Spoiled work, excess stock, and other items may 
be represented in the accounts and make the results deceptive, when 
accurate comparisons are to be made and conclusions drawn there- 
from. Another difficulty found is that where there is a variance ; the 
cause for such variance has to be looked for and the executive usually 
tries to draw his conclusions from the results as recorded. Other 
difficulties may be found in particular cases. 

The Interpretation of Overhead Expense. — Overhead expense 
covers certain other items of expense which are not represented by 
direct labor and direct materials. In factory accounting, it is cus- 
tomary to distribute this overhead expense to the product which benefits 
in the production process. There are several bases on which this 
distribution is made. If the distribution of factory overhead is made 
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on the basis of the direct labor, and all items are distributed, then the 
problem of interpreting the factory overhead is difficult because there 
are so many variables and so many items represented that their 
applicability to specific products may be questioned. The interpreter 
of the cost situation may not content himself with the dogma embodied 
in the method of distributing factory overhead. In such a case, addi- 
tional computations must be made to reflect the concept accepted for 
the purpose in view, or a rule-of-thumb process employed to arrive 
at an interpretation of the cost situation. 

If the factory overhead expense be distributed on the basis of the 
value of the direct material, then the interpretation of the cost situa- 
tion is not only influenced by the viewpoint of the interpreter as to 
the reasonableness of the basis for distributing the overhead but also 
by the results secured. In nearly all cases where expense accounting 
is now employed, question should arise in the interpreter’s mind as 
to the reasonableness of the methods emplo3^ed in distributing over- 
head expense, whether it be factory overhead or other types of over- 
head. There is also present the question of the reasonableness of the 
expense. The accountant who does not have the viewpoint 6 i manage- 
ment assumes that the management will interpret cost in the light of 
the results which he sets forth, and that these results are sufficient 
evidence as to the reasonableness of the items. Expense accounting, 
however, has too serious limitations to be accepted without question 
and acted upon by the management. Its limitations with regard to 
direct labor and direct materials are equally applicable to manufacturing 
expense. 

When it comes to distributing commercial expenses for the purpose 
of determining profits by lines of products and other information, the 
question of the interpretation of results secured is as perplexing as it 
is in the distribution of factory expense. Under the usual methods 
employed, the accountant often appears more interested in getting the 
overhead completely distributed than he is in presenting information 
which may be truly useful in the formulation of policies and their 
appraisal. 

Standard costs may be used to eliminate the chief obstacles met 
with in the interpretation and use of expense accounting. How this 
may be done is indicated in Chapter XI. 

Individual Costs in Relation to Prices. — Cost accountants and 
business men often claim that costs can be used to determine the 
sales price of an article. This may be so in the case of cost-plus 



i6S ACCOUNTING FOR EXECUTIVE CONTROL 

contracts and to some extent in monopolistic enterprises, but as a gen- 
eral statement it is far from the truth. In business today prices are 
determined without regard to costs of the individual enterprise or 
to the ‘"average cost in the industry.’’ The only manner in which 
retrospective cost information can be of any value to management 
with reference to prices, except as qualified above, is in determining, in 
a rough way and over a period of time, whether or not it may be profit- 
able to take business for the price at which it may be had. 



CHAPTER X 


PRICE ANALYSIS IN RELATION TO COST ACCOUNTING 
AS AN AID TO MANAGEMENT 

The Problem in Its Setting. — The broader phases of manage- 
ment are centered about the problem of price, and if accounting is 
to serve management properly, consideration must be given to this 
central problem. Price analysis should be .considered as a part of the 
broader phases of cost accounting. 

Price Analysis. — One of the purposes of cost accounting is to 
determine sales prices.^ The contention is that if *to the manufacturing 
cost be added selling, management, general expenses, interest and 
profits, the result will be the amount for which the article should sell. 
This amount is considered by many people to be a fair price. The 
application of this idea to business enterprises gives rise to problems 
of considerable importance to business executives as well as the 
general public. 

There are two main points of view relative to what is a fair 
price and how the public can be assured of fair prices. The first con- 
cept was developed by the economists to explain how prices could 
be regulated best. The assumption is that if there is a free flow of 
wealth, labor, and management ability from one business to another, 
and if competition be free and unrestricted, that, over a period of 
time, prices will be fair and reasonable. This analysis has long been 
accepted as the basis for legislation in this country. The Sherman 
Anti-trust Law was passed to keep big businesses from organizing 
so as to act in ^'unreasonable'^ restraint of competition. The Federal 
Trade Commission Act declared '^unfair methods of competition 
in commerce" to be illegal. It created the Federal Trade Commission 
to prevent the use of "unfair" methods of competition. The Cla5d:on 
Anti-trust Act provides, among other things, prohibitions against 
price discrimination, exclusive contracts with agencies and dealers, 

^It is not to be supposed that individual costs determine the price for which 
articles sell in a competitive market. Here prices are determined by the whirl of 
competition without regard to “fair” prices or “fair” profits. 

i6q 



170 ACCOUNTING FOR EXECUTIVE CONTROL 

holding companies, and interlocking directorates, where the effect is 
to substantially lessen competition. 

The object of our legislation seems to lean very definitely to keep- 
ing competition from being '^unduly'" restrained. It should be observed 
that the 'Tree competition’' concept made much broader assumptions 
than the business man is willing to recognize, and that the industrial 
revolution and the present trend toward price and quality stabilization, 
as well as many other changes, makes the old' analysis antiquated. 

Dr. H. Willis ^ says : 

It takes but little unprejudiced thoug:ht about the situation to recognize that 
industrial changes and modifications of business organization have gone far 
toward making these earlier ideas almost entirely obsolete. The tendencies 
which have worked in that direction are several ; but they may be enumerated 
chiefly as follows: (i) growth in size of the business; (2) transportation and 
redistribution of business; (3) standardization of product. . . , The mere 
existence of what is called competition in the older sense does not today result 
in low prices to the consumer and has never operated to insure him a parity 
of position with every other customer. Neither has such competition invariably 
resulted in establishing conditions of steady and reliable supply. 

Dr. Willis goes on to show that the laws which we now have upon 
the subject of "fair price" determination, when they are applied to 
price determination, are based upon erroneous hypotheses. Based upon 
the concept that services should be rendered at a price which would 
result in a substantial equality between the various producers, after 
allowing for differentials in ability to produce, he has formulated prin- 
ciples for the determination of a "fair price." A second point of view 
led to the following statement of the principles that should govern the 
determination of a fair price. 

1. A fair price places all buyers in the same position with respect to one 
another, and puts them upon the same basis of equality regardless of bargaining 
capacity, 

2. A fair price eliminates, as far as can be done without hardship to any 
one, differences in geographical position and thereby equalizes buying power 
as between different areas. 

3. A fair price gives each group of buyers the advantages which come from 
larger scale production and thereby tends to equalize their buying power still 
further.’' 

The above principles if applied would tend toward a one-price policy, 
except for minor variations, for goods of like quality. This seems 
Parker Willis, ‘Tust What Is a Fair Price ?’" Nation^s Business, October, 

1925. 

^ Ibid., p. 36. 
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to meet the buyer's main test of fairness, but not his sole test of fair- 
■ ness. If to the above principles of a fair price be added the tests of 
fairness from the seller's point of view, as shown below, the results 
would seem to indicate a set of principles which would more nearly 
meet modern business requirements than the older idea of free com- 
petition. The principles which would seem to meet the seller's idea 
of fairness are as follows : 

1. Limitation of price to a figure which will result in placing the largest 
continuous supply of a commodity in the hands of the consumers? 

2. Subject to the foregoing qualifications further limitation of price to a 
figure which will yield about an average or standard return to capital as com- 
pared with capital in other industries. 

3. Establishment of price at a figure which permits the steady introduction 
of new capital into the industry under at least ordinarily favorable conditions.^ 

The first point of view hoped to secure a fair price for the buyer 
and the seller by preserving ‘Tree" competition; but, as stated above, 
this type of competition has failed to secure the anticipated results 
largely because the conditions in industry are not now, if they ever 
were, such as to justify the hypotheses upon which the “free compe- 
tition" theory was founded. The second point of view seeks to estab- 
lish principles upon which a “fair price" may be secured by buyers 
and for sellers. It is based upon “the general standards of conduct 
that are prevalent among the community today." ^ 

The objection may be raised that the legislation in this country 
tends strongly against the acceptance of this later statement of the 
principles that should govern prices. If the choice of the methods 
of accomplishing the desired end were crude, this might be a cause of 
complaint. Our courts and commissions as yet have not decided the 
exact nature of the “unreasonableness" of prices. “Perfect" price 
agreements that unreasonably restrain trade are illegal under our pres- 
ent laws, but such agreements are not a prerequisite to successful 
business operations, else it is highly improbable that the above princi- 
ples for the determination of a fair price would conform to the 
standards of the community. The enforcement of such a law, in an 
equitable manner, :is extremely difficult. Methods of competition 
today, in many lines of business, amount to a regular price agreement, 
as far as its effectiveness is concerned. Then, too, it is next to an 
impossibility for the government to prove what amounts to “unrea- 

^Ihid., p. 37. 

^ Ibid., p. 36. 
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sonable’^ restraint of trade, where the proper forethought and care 
is exercised in the agreement. 

Fair prices are relative. That is, they depend for their fairness 
upon a number of considerations pointed out above. '"The price ques- 
tion should be entirely separated from the question of the form of 
industry whether competitive, semi-competitive, or monopolistic, and 
it should be recognized that genuine competition in the true sense 
of the term is not limited to groups of producers contesting against 
one another^ but is quite as truly to be found in the relationship 
between the community as a whole and the industry 'itself, and quite 
as truly in the relationship prevailing between dififerent industries.'’ ^ 

The Law of Profits- — For centuries private industry has been 
carried on for profit. Today, reasonable profits are recognized as a 
requisite to the successful operation of business enterprises. From 
the viewpoint of those who furnish business enterprises with assets, a 
satisfactory profit is the prime requisite to the successful conduct 
of business. If these be true statements, which they unquestionably 
are, the first claim upon the public is a reasonable profit upon the 
assets reasonably essential to the conduct of essential business enter- 
prises, but in many businesses these ends are not attained because of 
faulty profit ideals. According to the ^^free and unrestrained com- 
petition” idea, profits occupy a residuary claim upon the public. Such 
an analysis appears to be responsible, to a considerable extent, for the 
present ailments of many of our business enterprises. Since reason- 
able profits must be earned over considerable periods of time, if the 
capitalistic form of industry is to be maintained and used to serve 
the best interests of the community, it seems evident that profits are 
the first claim upon purchasers for the rendering of essential services or 
the production of desired commodities. 

Mr. Alford has stated the law of profits in the following words : 
'‘A steady and reasonable profit can only come as the reward for ren- 
dering essential services.” ^ The National Machine Tool Builder's As- 
sociation expresses the profits idea as follows : 'The reward of business 
for services rendered is a fair profit plus a safe reserve, commensurate 
with risks involved and foresight exercised.”^ The latter statement 
of the law of profits seems to be a better statement of a fair profit than 
the former statement. If the test of "essential services” is the return 

^Ihid., p. 37. 

^L. P. Alford, “Laws of Manufacturing Management,” p. 24 (a paper read 
before the Taylor Society, 1926), 

® Ihid., p. 24. 
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of a competitive profit, then it may exclude services of a highly useful 
character to many people. 

Business men have long recognized that under 'Tree competition'' 
the mere rendering of excellent services does not necessarily result in 
a profit. Price wars, unintelligent and ignorant competition may 
reduce the money price of the service and result in no profits to many 
concerns, losses to other concerns, and meager profits to the best- 
managed concerns. The general public has to pay the bill for these 
billions of dollars of wastes that take place in industry due to malad- 
justments caused by "free competition." Because of these tremendous 
losses, the prices of commodities are higher than they might be and the 
general public is deprived of a continuous flow of commodities at fair 
prices. The flow of goods is less than it might be and the prices 
paid are higher than fair prices. 

Mr, Gaskill ^ says : 'T have come to a point where almost every 
analysis of a phase of the so-called conflict between government and 
business as expressed in the anti-trust laws can be resolved in terms 
of a failure to apply continuously and generally the right relation of 
cost to price." From this it appears that profits, if they occupy a rea- 
sonable relation to cost and price, are not "unreasonable" restraint of 
trade. These factors will doubtless be used in the future in tests of 
the "unreasonableness" of prices. Jordan ^ says : "A reasonable rate 
of return will neither encourage nor discourage production and will 
tend toward stability." This principle, though fundamental, has not 
received the attention which it deserves. The law of profits, when 
recognized more fully in business, will do much to stabilize business. 
This will eliminate many wastes that now .take place in business and 
cause increased buying power to be placed in the hands of consumers 
for the public benefit. 

In view of the foregoing statements, the law of profits may be 
stated as follows : The rendering of services to the community entitles 
the Tenderer of those services to a primary claim upon the community 
for a fair average return upon the assets required to render those 
services in a reasonably economical manner. 

Because of the chaotic condition in which many industrial man- 
agers have found their industries — due to the "free competition" 
concept, ignorance, and unintelligent competition — ^hundreds of manu- 
facturers' associations, cost accounting associations, and other asso- 

^ N. B. Gaskill, formerly Chairman, Federal Trade Commission, N. A. C. A. Year- 
book, 1926, p, 18. 

®D. F. Jordan, Business Forecasting^ p. Si- 
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ciations, informal and formal societies of various kinds, have been 
formed to protect business from these evils. Consolidations, mergers, 
and other types of legal organization have been availed of to protect 
and make profits for businesses. In many cases, the devices used to 
secure profits for businesses have resulted in unfair services and 
unfair prices to the general public. From a reasonable knowledge of 
the failures of the free competition idea to accomplish its aims, it may 
be said that until our legal procedure recognizes the principle that a 
reasonable profit is the first claim upon the public for the rendering 
of services, ^the injustices and absurdities of private ownership for 
profit will continue unabated in the future as they have in the past. 
When this principle of profits is recognized, a different type of legal 
regulation will come into being to make the business machine more 
effective in rendering adequate services to the community continuously 
at reasonable profits. 

Normal Costs. — Normal costs are of considerable importance in 
the determination of fair prices and fair profits. Normal costs are 
here referred to as costs that should be obtained over a series of years 
or over one or more business cycles. If a normal profit be added 
to the normal cost, a fair average selling price is obtained. Normal 
cost of rendering services ^ includes the normal costs of the following: 
manufacturing cost (labor, materials, and factory overhead costs), 
selling, management, and general overhead costs. 

The concept of a normal profit, a normal cost, and a normal sales 
price is relatively simple. The application of the principle underlying 
these various ‘'normals’' to a practical problem for the test of a fair 
price is not as complicated a problem as some writers have supposed. 
It is not to be supposed, however, that all that is necessary to determine 
what are fair prices and fair profits, is to determine the “normal fac- 
tory cost" for each firm, and to that sum add an amount to cover 
normal selling, management, and other costs. Such a procedure would 
likely result in each firm charging different prices for similar services 
and would not result in fairness to the buyers or to the sellers. Many 
advocates of “free" competition and retrospective cost accounting 
advocate such a procedure, but the errors of such methods are many, 
'^uch methods do not meet with the requisites to fairness as indicated 
previously. 

Normal costs should not be based upon the normal costs of the 
firms that turn out commodities at the highest or the lowest unit 

^ ‘‘Services’’ is here used to include goods, wares, and merchandise. 
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normal cost. The productive facilities of the various producers should 
be evaluated for the purpose of determining their respective capacities 
to produce services at a given cost. The evaluation which particular 
concerns should receive may be large or small, not according to the 
total book value of that concern, but according to the economy with 
which it can produce the required service. The determination of the 
amount of commodities or services that may be sold at particular 
prices may be determined approximately by careful market analysis 
methods. The several variables may be evaluated and a fair price de- 
termined after giving due consideration to the several factors enu- 
merated. 

One check upon the fairness of prices and profits is to be found 
in the normal cost concept. A somewhat kindred analysis of '‘normal 
cost’' is to be found in the works of certain economists.^ Their as- 
sumption is, however, that over a long period of time, under free 
competition, the prices which prevail will be fair prices because 
competition will cause the best services to be rendered at prices which 
are equitable. "In the long run,” prices, by the reasoning process, will 
tend toward a minimum. To get these results, assumptions have been 
employed; namely, (i) a "static society” in which inventions, new 
discoveries, and better methods are stationary; (2) "other things being 
equal”; (3) other assumptions which history has failed to substantiate. 
Professor Willis has expressed the failure of such an analysis to meet 
the needs of business in the following language : 

The business man today who wishes to be a law-abiding member of the 
community finds himself wholly at sea as regards his relations with his cus- 
tomers. He can obtain conflicting opinions about as numerous as the lawyers 
he chooses to employ, while, it must be added with regret, he has found pro- 
fessional economists loath to struggle with the practical problems of actual 
business, particularly in the price field, and inclined to take refuge behind ab- 
stractions, references to “scientific” principles whose nature they are unwilling 
to state or to apply. The result has been to leave the business man confused, 
and in many cases defiant, with respect to the whole situation.^ 

The explanation is offered that current prices are determined by 
"supply and demand.” The business man has used these terms for 
some time now, but he has recognized that this abstraction often fails 
to explain the yield of fair profits and fair prices, unless his concept 
of fairness be based upon the idea of "charging all that the traffic will 
bear.” 

^See, for example, Alfred Marshall, Principles of Economics, 

^Nation’s Business, October, 1925, p. 36. 
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As stated above, normal costs plus normal profits may be employed 
to determine the fairness of profits and prices over a period of time. 
For the purposes of administrative, 'management, and legal control, 
the fairness of current prices and current profits may be judged by 
their deviations from normal as compared with the deviation of busi- 
ness conditions from normal. Such comparisons, however, should be 
made in various industries and the enterprises in those industries 
as well as between the various industries. 

The concept of normal cost and normal profits, fair prices and 
fair profits, as they have been discussed above, has not been used 
by the governmental bodies in this country, except to some extent 
in tariff legislation, for the purposes of business control.^ In Germany 
the cartel system is controlled by principles whose aims are somewhat 
as set forth above. Business men in this country have long recog- 
nized these principles and have, by one means or another, exerted 
considerable control over business for their own protection and profit. 
The law of profit coupled with the desire for private gain are stronger 
forces in business than any legislative machinery that any government 
has yet effected unless the basis for such legislation recognized fully 
the major practical problems connected with the price system. 

Some Reasons for the Present Interest in Cost Information. — 
In competitive businesses, if prudence is to be exercised, it has been 
found that better results are secured where cost information is com- 
piled in a uniform manner than where each competitor computes his 
costs by different methods. In modern business, wise administrators 
and executives do not compete long on unprofitable business.^ They 
have found that the only safe way to compete intelligently is to know 
what it will probably cost to render the required services. In some 
individual cases it is very desirable to know this cost quite accurately, 
but in many businesses a close approximation to the probable cost is 
quite sufficient for management purposes. 

Practical executives who deal with the problems of price, costs, 
and profits soon learn that there are several problems which are so 
closely related to these factors that all of the factors must be considered 
together before they can be segregated. The cost of an article, for 
example, will be affected by the volume that can be sold, and the 
volume that can be sold will in turn be affected by the price for which 
the volume can be sold, which in turn may be affected by the profits 

^ Some public utilities are being controlled by the fair profits ideal. 

®Most business men, however, loo seldom realize the evils of unwise competition. 
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factor and other interrelated factors. These several factors are affected 
by similar factors in other concerns. In simple cases, such as where 
a specialized product is produced, the statement of standard cost for a 
particular business is not a very complicated problem. But even in this 
case, such a statement of cost may be of very limited management use. 
Some other concerns that produce several articles may produce a 
competitive article and ^'distribute overhead’' in such a manner as to 
indicate a profit at the sales price, and thus make it impossible for the 
one product producer to earn a fair return upon the assets employed. 
If a number of enterprises sell a certain interrelated combination of 
products, and some of these enterprises sell certain other products, it 
may easily happen that the independent products may be made to bear 
the losses the unfair priced products caused. In this manner, certain 
of the sellers of interrelated products may be forced out of business 
or allowed to earn no profit for a considerable period. From the view- 
point of fair prices, this would be unfair competition. The trouble 
may be caused largely by ignorance of proper costs, profits, and selling 
prices. Out of this type of competition and the desire to know what 
it should cost to produce and sell at a reasonable profit, has come the 
demand for better cost accounting. These are the main causes for the 
present interest in standard costs and the comparison of cost 
information. 



CHAPTER XI 


STANDARD COSTS AS AN AID TO MANAGEMENT 

Object ^of Cost Accounting. — The objects of cost accounting, as 
previously stated, are as follows: (i) to aid in the preparation of in- 
ventories, profit and loss statements, and balance sheets; (2) to aid in 
establishing selling prices; (3) to aid in determining profits by com- 
modities, etc. ; (4) to aid in detecting wastes and losses, such as wastes 
and losses in materials, time, etc.; (5) to aid management by provid- 
ing a basis for future action. Cost accounting procedure was formerly 
interested in stating factory manufacturing costs, but during the last 
decade attention has been directed to its application to the determina- 
tion of selling prices. 

The procedure developed for retrospective cost accounting has usu- 
ally resulted in a heavy expenditure for clerical labor, supplies, and 
other expenses incident to the maintenance of this accounting service. 
Due, in a large measure, to its retrospective character, and failure to 
accomplish its main aims in many businesses, this type of cost infor- 
mation is giving place to a new type of cost procedure. This new 
procedure is known as standard or predetermined cost. Some of the 
reasons for the interest in standard costs may be seen below. 

Burden Distribution. — For many years manufacturers have fig- 
ured factory costs by computing the labor and materials and adding an 
amount for overhead. In modern manufacture the '^overhead'' is usu- 
ally higher than the labor or the material that goes into the manufac- 
ture of goods and wares. This 'Werhead” or burden is essential to 
production, and the necessity for stating the “proper” amount of bur- 
den that is applicable to a given product, in order to determine its cost, 
has led to a considerable variety of methods of distributing or prorat- 
ing overhead costs. The basis upon which overhead is distributed may 
not be conclusive of “cost.” In competitive industry, one method of 
distributing overhead may result in an apparent profit, while 
another method of distributing overhead may indicate an apparent 
loss. The method employed in distributing overhead is often arbitrary 
and frequently fails to indicate reliable cost information that can be 
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used wisely by the management. For example, a method of dis- 
tributing overhead may be employed which fails to : ( i ) show the effect 
of idleness and (2) to show losses due to inefficiency in the use of 
labor, materials, and facilities. 

From what has been said above, it is not to be supposed that 
''actual” cost is to be considered as pure and as unadulterated as the 
name might imply ; namely, that actual cost is something which merits 
confidence because it is an actuality. The importance of an adequate 
method for the distribution of overhead costs is not to be minimized, 
but such methods should receive the careful consideration of the 
controller and be thoroughly understood by the other major execu- 
tives. The methods should be simple and consistent with the presen- 
tation of an approximation to an ideal. 

The Concept of Standard Cost. — The idea of standard or pre- 
determined costs grew out of engineering analysis which had for its 
purpose the control of manufacturing costs. Gantt focused attention 
upon certain of the defects of retrospective cost accounting when he 
stated that : 

The indirect expense chargeable to the output of a factory should bear the 
same ratio to the indirect expense necessary to run the factory at normal ca- 
pacity as the output in question bears to the normal output of the factory.^ 

Mr. Alford has stated this principle as a law of manufacturing 
cost in the following words : "The manufacturing cost of an article 
includes only those expenses actually necessary for its production.” 

Many business men advocated the application of this principle dur- 
ing and after the depression which began in 1920. They followed 
Gantt’s idea of not burdening costs with the expense of idle facilities, 
and the principle of pricing to get orders to stop the loss from being 
what it would be without the orders. That is, they could better afford 
not to make any profit than to lose the fixed overhead costs which 
would be absorbed by the order. 

Many clear thinking executives have recognized the shortcomings 
of retrospective cost accounting. They have not recognized the ways 
and means for its application to specific enterprises and industries. 
This type of cost accounting has, however, received a very consid- 
erable recognition by business concerns, business associations, and the 
Federal Trade Commission. From the standpoint of executive con- 
trol, this type of cost accounting is not effective in many businesses 
and industries. To cure this very serious defect, the concept of stand- 
L. Gantt, Organising for Work, p. 34. 
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ard cost is being extended, and ways and means for making it most 
effective in use are topics for discussion in many quarters at the present 
time. 

A concept of standard cost, at any given time, for a particular 
commodity or service, in terms of its sales price, may be stated as 
follows : 

The standard sales price of a commodity is equal to : 

1. A fair normal profit on the commodity, plus or minus, 

2. An adjustment in the amount of the fair normal profit to 

provide for the estimated deviations of the particular 
period from normal, plus, 

3. A standard price for the material for its production, plus, 

4. A standard price for sufficient direct labor for its produc- 

tion, plus, 

5. The proper proportion of the fixed overhead costs (factory, 

selling, management, and general) applicable to the com- 
modity on the basis of a period of years, preferably a 
cyclical period, plus, 

6. The variable expenses applicable to the commodity. 

The above factors should operate to determine the amount of a 
commodity for which the public should be ready to pay the fair price. 
This concept is applicable to the production of specific articles by those 
who are engaged in bringing them to market. The principles that 
should govern the individual enterprise are somewhat similar to those 
enumerated above. There are, however, some important differences 
which should be indicated. First, the fair normal profit of each con- 
cern may vary. Some producers may have economic advantages over 
other producers, such as better locations, better management, better 
equipment, and other recognized advantages. These factors should be 
evaluated before a fair normal profit can be ascertained. Second, 
business conditions may affect different concerns in different ways, 
and this should be evaluated to ascertain the deviations from normal 
Third, the standard price of labor, materials, and overhead costs may 
vary and these variations should be evaluated in ascertaining a fair 
price. The above is a brief statement of the concept of standard costs. 
The principles on which standard costs are based and some ways and 
means for securing them are given below. 

The Practical Application of Standard Cost Concepts. — It 
should be understood that the ‘Tair-price concept’' of standard costs. 
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as given above, is only one statement of the standard cost concept. 
From the standpoint of the practical application of standard cost to a 
business enterprise, alternative concepts are possible. Much useful 
information can be secured when, for example, the 'Tree competition’' 
concept is applied. Of course, "free competition” can be intelligent 
competition at the same time. Furthermore, standard cost may be 
quite generally adapted to different industries, whether competitive, 
semi-competitive, or monopolistic, but better results may be secured 
in some cases than in others. This is true because standard cost ap- 
proaches cost problems from an engineering or the true analytical 
point of view. It employs the business science in the solution of its 
problems. In competitive or semi-competitive business, the application 
of the fair-price concept of standard cost offers to producers fair profits 
for the services rendered, and it offers to consumers reasonable serv- 
ices at fair prices. In a monopolistic business, standard costs may 
serve as a reliable guide for the pricing of commodities so as to se- 
cure a closer approximation to a given end. 

The Principles of Standard Costs. — ^As explained in the previous 
chapter, there are two basic methods of computing costs. The first 
is the job-order method, which is employed where a shut-off can be 
made when a specific quantity has been produced. The second is the 
process-cost method, which is employed where a shut-off can be made 
at the end of a specific period of time. The ways and means for 
applying each of these methods to a given problem are somewhat dif- 
ferent, but each method may be used in the compilation of standard 
costs. 

Business executives recognize that the control of costs is essential 
to the control of the business, and that control can be most effective 
only when it is known "beforehand” what the costs should and will 
probably be if controlled properly. The inadequacies of the means 
for comparing cost information is often faulty where the retrospective 
cost type of cost accounting is used. Standard costs furnish an essen- 
tial tool for the comparison of what "should be” with "what is.” This 
measure gives the executive a suitable base for judging results. These 
results may be compared hourly, daily, weekly, monthly, or for any 
other period, with the standard; and executive action may be applied 
to insure forecast results. A knowledge may be obtained as to 
causes for any variations from standard costs, and this information 
may be used to interpret the results and assist in further perfection 
of performance. 
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Since standards are relative they may change. Best results Avill 
usually be obtained if proper care is exercised in the setting of stand- 
ards that affect labor. One of the prime principles of labor manage- 
ment and wage payment is that rates, and the amount of work re- 
quired to secure those rates be dealt with fairly. For example, piece 
rates may not be reduced fairly unless the methods of doing the work 
are altered by management or some fundamental change in industry 
seems to require an adjustment in the set standard. The idea of a 
standard in cost accounting is something which can be used as a re- 
liable guide for a period in the future. When this standard no longer 
serves as a reliable guide, it should be changed so as to accomplish its 
purpose. The more reliable the standard is, the better it will serve as 
an administrative and management tool. But because certain of the 
data on which the standard is based get out of line is no reason why 
that part of the data may not be brought into agreement with a rea- 
sonable standard for the future. 

Executive action will often be required to make cost standards ef- 
fective. This indicates that the management must be convinced that 
cost standards are worthy of their cooperation and support. Since 
standard costs are devised and maintained for the use of management 
in the control of results, it might be thought that such standards would 
find hearty support from the management. That will depend largely 
upon the attitude of the management toward the subject. If the 
management thinks that sufficient control of the enterprise is secured 
by grandfather tools — ^the cash account and a good knowledge of the 
details of the business — those tools will be used. In a sizable concern 
and in other concerns where fair profits and fair prices are to be se- 
cured, a knowledge that is secured from standard costs seems essential 
to the successful conduct of a business enterprise. 

The profits ideal of the businesses within a given industry will af- 
fect the cost to the purchaser. If their profits ideal is higher than 
that of business in other industries, their profits will remain higher over 
an indefinite period.^ From the standpoint of costs which will yield 

^ Some writers mg-intain that capital flows easily from one industry into another 
and that capital seeks the most profitable investment. This is a very sxencral ab- 
straction- A fair knowledge of conditions today, as shown by published financieU 
statements and other information, discloses that this general notion of a fairly 
even distribution of capital according to the profitableness and investment worth of 
the businesses in various industries is not so evenly distributed as has been sup- 
posed. Securities are sold which bear almost identical rates of interest, but they 
cover a wide range if rated according to the investment value. A few simple anal- 
yses will disclose ^‘sleepers” in the stock market and in the investment market. 
The truth of these statements may be verified by reference to J. H. Bliss, Financial 
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fair profits and fair prices, it should be observed that the return of one 
industry should be comparable with the returns secured in other in- 
dustries, as previously pointed out. 

The principle of normal capacity was indicated above. It is an 
important factor in standard costs and has done much to cause manu- 
facturers to be receptive to the idea of standard costs. The principle 
of idleness costs is closely related to the idea of normal capacity. 
There are many phases of idleness costs, a large part of which are a 
part of the normal capacity idea. A clearer idea of what is meant 
by normal capacity may be secured by a simple illustration. The 
manufacturer of a commodity, which has '"no’" competition, has a fac- 
tory which can produce 160,000 units per year at 80 per cent capacity, 
which is the practical capacity of the plant. By a careful market 
analysis he ascertains that during the next three years the probability is 
that he will be able to sell, at a particular standardized price, a monthly 
average of 8,333.3 units. This indicates that his normal capacity 
over the next three years will be 5/8 or 623^ per cent of the practical 
capacity. With this data, and a knowledge of the normal overhead 
costs, the current production and the current overhead costs, he may 
distribute his overhead costs in such a manner as to conform to the 
idea of standard cost.^ 

An important principle of standard costs is that a standard is pro- 
vided by which to judge performance. In many cases the perform- 
ance will be so close to standard that little or no executive action is 
needed. This principle makes use of the law of exceptions recog- 
nized by F. W. Taylor and stated by Mr. Alford in the following sen- 
tence: ^‘Managerial efficiency is greatly increased by concentrating 
managerial attention solely upon those executive matters which are 
variations from routine, plan, or standard.'’ ^ If standards are prop- 
erly set up and administered, the major executives will have sufficient 
time to devote to constructive planning for the business, to the study 
of its strong and weak points, and to ways and means to keep it abreast 
with competitors and other businesses. The leaders in business today 

^ See Chapter XII. Also article by E. F. Rauss, Manufacturing Industries, Feb- 
ruary, 1927. 

^L. P. Alford, Laws of Manufacturing Mafiagement, p, 14. 
and Operating Ratios, and by rating representative securities of the concerns stud- 
ied. The analyses of private agencies make these conclusions more certain. The 
information which the public has been able to secure from published records during 
the past twenty years is greater than it was for any previous period of time. From 
this it seems to appear that the flow of capital from one industry to another is not con- 
trolled by competition to the extent that many writers have supposed it to be con- 
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are those who have learned the usefulness of the principle of excep- 
tions and have been able to utilize it. The idea of standards in costs, 
and other phases of business, seeks to use this principle of exceptions, 
in the highest degree, for administrative and management control. It 
enables specialization in management to be more effective than it has 
ever been before because greater control of results are possible. 

The use of standard costs makes practicable the use of a principle 
of proportion; namely, that of units and prices. If the units are cus- 
tomarily stated in several measures, the operation of standard costs 
makes possible more easily the construction and operation of index 
numbers for the purpose of stating quantities. Where standards and 
results are stated in terms of units and prices, a great deal more infor- 
mation can be got from records and reports than when only one 
measure is employed. The great importance of the information which 
may be secured from such statements has not yet been recognized by 
business administrators, managers, and cost accountants. The use of 
units and prices in standards and in performance makes possible val- 
uable comparisons between the two sets of measures. The variations 
between standard costs and performance costs set out in clear relief the 
exceptional cases that require consideration by the management. Of 
course, almost every performance will vary from standard. In prac- 
tice, the variations may be classified in such a manner that certain types, 
percentages, classes, and amounts of variation may be called to the 
attention of designated executives. The variations may be analyzed 
in such manner that the causes for the variations may be ascertained. 
Such an analysis provides the executive with information upon which 
he may rely to place responsibility for failure to secure performance. 

Standard costs rest rather firmly upon the principle of time. That 
is, from the viewpoint of control, time is a very important factor in 
standard costs. Every space of time is not of the same importance, as 
may be inferred from the principle of normal capacity. Time is, 
however, the third dimension; units and prices are the other dimen- 
sions. The importance of the principle of time, for the purpose of 
control, may be seen from a simple illustration. A certain machine 
has a practical capacity of thirty units per hour. At this rate the unit 
cost may be computed. The unit cost may also be computed for 
varying degrees of production. By means of such information the 
^'score'' in production may be computed every quarter of an hour, 
every hour, every day, or every week. Such information furnishes the 
proper executives with a powerful means of control, and it furnishes 
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the organization with a stimulae, the utility of which is not generally 
recognized. Obstacles to production are removed and responsibility 
may be placed immediately for non-conformance to standards. 

Another important principle of standard cost, which is closely al- 
lied to time, is that of progress — ^progress of work through the factory, 
progress in selling, and' other types of progress. This principle brings 
out a different phase of the principle of exceptions. Gantt’s progress 
charts and his writings have done much to emphasize the necessity for 
accurate and timely information regarding the progress of -*work, plans, 
etc. When standard costs are properly utilized, the information se- 
cured will materially help in the control of costs and of activities. 

Another principle of standard costs is that of making the standard 
cost records an integral part of the general accounting system. Some 
writers advocate keeping standard costs by statistical methods. Such 
methods may seem to simplify the procedure greatly. Just as simple 
methods, it appears, are possible, which provide the essentials of a 
properly coordinated accounting system. The propriety of a control 
of cost figures by the general books of account has long been recog- 
nized as fundamental to a reliable cost system. The ways and means 
for securing this, in a particular case, may or may not be best suited 
to the particular purpose. Standard costs permit of much simpler 
methods of accomplishing the “tie-in” than the retrospective type of 
cost accounting. 

Standard costs provide simple methods for inventory purposes. 
The inventory may be valued at standard costs and be as conservative 
a valuation as if valued at the lower of cost or market. The inventory 
should be taken at standard costs and if any revisions seem necessary 
to conform to a particular concept of valuation, an adjustment of the 
general ledger, or the work papers, may be made without disturbing 
the standard cost figures. 

Standard costs, in order to be most effective, must be based upon 
precise management, time study, standard conditions, and control of 
operations. Without precise management — ^management which is 
guided by the science of management — the establishment of a cost 
standard will be of little use because the management will not make 
the proper use of the information. Without time study, and all the 
related studies — such as motion study, time analysis, etc. — ^the es- 
tablishment of costs which are called “standard” will not result in 
effective standard costs. Time study would be absurd without the 
establishment of standard conditions under which the work is to be 
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performed. The last requisite to effective standard costs is that of the 
control of operations. This means that, standards having been set, the 
management will keep informed continuously as to the progress of the 
work, and any unfavorable performance will have immediate execu- 
tive action. 

Some other principles may be referred to briefly : ( i ) no charge 
may be made to the accounts of a department which does not have 
control of the item. A report which makes a distribution to the several 
departments «nay appear in reports to the chief executive, but not to 
the minor executives; (2) overhead costs may not be distributed so as 
to lose identity; that is, on the “wheel within a wheel basis’"; (3) the 
item of cost — labor, materials, and overhead costs — must be kept 
separated; this makes easy a revision of standard costs when desired; 
(4) standard costs provide for a reliable statement of the unit cost 
of goods or services; (5) economic lot sizes are more easily deter- 
mined; (6) wastes of such a nature as to require executive action 
should be segregated in special accounts and may or may not be charge- 
able to overhead or to costs, depending upon the nature of the waste. 
This subject is too broad to receive further discussion here. Other 
principles that apply to standard costs appear at other places in this 
treatise. 

Illustration of Some Standard Cost Principles. — The pro- 
cedure for putting standard costs into operation is very important, 
when the principles of standard costs have been accepted as correct.^ 
As would be expected, there is no standard system to be used in mak- 
ing installations.^ If the question of principle be kept in mind, the 
means and ways of securing standard costs can be secured best from 
an adequate and intelligent study of the particular business. 

The illustration given below is not intended to be more than sug- 
gestive of some of the basic principles of standard costs. At several 
points in this treatise illustrations can be found of the ways and means 
for securing, for presenting, and for interpreting standard costs. In 
the illustration given below, no reference is made to the handling of 
scrap materials, breakage, and many other details. The development 
of ways and means for handling a considerable number of the details 

^ See G. Charter Harrison’s classification of causes for variation in his Cost Ac- 
counting to Aid Production, pp. 15 and 207. 

® Some ways and means of securing standard costs may be found in the following 
references: N. A. C. A. Bulletin, Vol, VIII, No. 12; G. A. Prochazka, Jr., in series of 
articles in Industrial Management beginning in January, 1927; E. F. Roberts, Fac- 
tory, October, 1924, et al. ; G. C. Harrison, Ibid, 
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connected with standard costs is beyond the scope of the present 
treatise.^ 

The principal ways and means of standard costs are stated in the 
form of journal entries, as follows: 


General Ledger Control Accounts. 

Direct Labor {Note 4) 

(1) 

Dr. Payroll $10,000 

Cr . Accrued wages, cash $10,000 

To charge pay roll when due, with credit to proper account. ♦ 

(2) 

Dr. Labor in process $10,000 

Dr. Payroll $io,oo<j 

The labor in process may be distributed according to d(s 
partments, production centers, processes, or articles, accord- 
ing to requirements for the desired accounting. (See Note % .) 

( 3 ) 

Dr, Standard labor in process $9,000 

Dr. V ariations in standard labor in process 2 , 000 

Dr. Labor in process $io,oo<j 

Dr . V ariations in standard labor in process i , t h h ^ 

Subdivided as in item 2. 

^ . . W 

Dr. Finished stores at standard labor cost $6,000 

Standard labor in process ^0 

The stores' accounts should be subdivided as desired, and 
the standard labor in process classified as in item 2 and 3. 

The finished stores are carried at standard labor costs. 

At the end of the month, the following entry should be made on the 
books or work papers : 

( 5 ) 

Dr. Reserve for variations in standard labor 

Variations in standard labor in process S I lo 

(Notes) ^ ' 

Dt “ process, in this simple case, 

would be $3,000. The accuracy of this valuation may be verified Itv 
in inventory of the goods or articles in process. 

reneral Ledger Control Account. 

'stores Accounting {Note 4) 

. _ ^ (i) 

Jr. Raw materials (at cost) ^ ^ 

'r. Accounts payable cash ' ’ ' 8 , 000 

Classified as desired. fflH.uoti 
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( 2 ) 

Dr. Direct material in process (at standard) $12, 000 

Dr. Variations in direct labor in process from standard (N ote 3) 300 

Cr. Raw materials (at cost) $12,300 

Classified as desired (Note i). 

( 3 ) 

Dr. Indirect materials in process (at standard) $3 , 000 

Dr. Variations in indirect materials in process from standard (Note 3) 100 

Cr. Raw materials (at cost) $3,100 

Classified if desired (Notes i and 2). 

. (4) 

Dr, Finished stores at standard material cost $12,500 

Cr. Direct materials in process, at standard $10, 000 

Cr, Indirect materials in process, at standard 2 , 500 

Classified as desired. 


The standard value of the direct materials in process is $2,000, 
and the standard value of the indirect materials in process is $500. 
This may be proved by an inventory. 


Overhead Costs, Standard. 

General Ledger Control Accounts. 

(1) 

Dr. Procurement overhead costs, actual $15, 000 

Dr. Marketing overhead costs, actual 12, 000 

Dr. Personnel overhead costs, actual 17, 000 

Cr. Accounts payable, reserves, cash, accruals $44 , 000 

(Note 4) 

(2) 

Dr. Procurement overhead cost in process, at standard $12, 000 

Dr. Personnel overhead cost in process, at standard 15, 000 

Cr. Procurement overhead costs, at standard $12, 000 

Cr. Personnel overhead costs, at standard 15, 000 

Charged into process on the basis of the standard cost of 
labor, materials or some other basis (Note 4) 

(3) 

Dr. Finished stores $23 , 000 

Cr. Procurement overhead costs in process, at standard $10, 000 

Cr. Personnel overhead costs in process, at standard 13, 000 

Subdivided as desired (Note 4) 

( 4 ) 

Dr. Marketing overhead costs, at standard $11, 000 

Cr. Standard marketing costs $il, 000 

(Note 4) 


^In some cases it may be found advisable to have an account (or accounts) for 
Scheduled Materials in Process, at standard quantities and prices. The difference 
in value at standard and at cost may be carried to the proper variance account. As 
materials are drawn from stores, labor, and overhead incurred, the proper '‘schedule’’ 
account may be credited. In some cases this cost “schedule” account may serve as 
an “in-process” account for costs. In general, such an account may assist in the 
control of stores, labor, and overhead costs. The accounting system should be 
so devised that items entering into the various processes may be accounted for ac- 
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A control account should be kept in the general ledger for each 
principal class of the expense that is incurred in the carrying out of par- 
ticular responsibilities. This information should be kept in such an 
analytical form that reports may be made therefrom at periodic inter- 
vals. The accounts should be kept in terms of the standards so as to 
make the variations between standard and actual cost easily analyzed. 
The detailed accounts necessar}^ to be kept will depend largely upon 
the type and size of the individual organization. 

Each of the accounts kept in terms of responsibility should be 
analyzed according to the nature of the particular items;*^ In charging 
overhead costs, due consideration must be given to the particular stand- 
ard set for the period. If, for example, procurement overhead for a 
particular period is estimated at 200 per cent of the standard labor, the 
standard overhead is easily ascertained. The standard overhead may 
be composed of one hundred separate items. At periodic intervals the 
computation for the individual items may be made easily. Another 
advantage of standard cost, not yet fully recognized, is that different 
articles may bear different rates of standard overhead and profits for 
the several services, and yet remain simple in computation and in 
application. 

Setting Standard Costs. — The technique and the ways and means 
for applying the principles of standard costs are important matters. 
Space does not permit, however, of more than a simple statement of 
the procedure. The several cost factors must be studied before rea- 
sonable standards can be determined. It is not necessary, however, to 
/have accurate standards for all the factors to begin the installation. 
The subject may be approached from the viewpoint of the study of 
special cases. Standard costs may be used to control specific types 
of labor, material, or overhead costs. The work may start from the 
study of one particular commodity or operation that has possibilities 
of favorable results. The starting and stopping points are individual 
problems. 

curately. This provides for a knowledge of the constituents or each assembly as 
items pass from one stage to another in manufacture. 

^ Occasionally some of the indirect materials may be charged directly to an “in- 
process’’ account at standard prices. A monthly or periodic inventory may be used 
as a basis for adjustment. 

^It may be that this item, from the viewpoint of “sound” accounting, should be 
closed to profit and loss. This, however, would not be in conformity with the 
concept of standard cost. The next period may show a credit, and over a cycle of 
years the variations may balance. 

Subdivided according to major executive responsibility and further analyzed 
according to minor executive responsibility. The classification should also show the 
nature of the several items. 
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The data upon which the various components of standard costs are 
based should be built up by the analytical and the synthetical methods. 
The basic data should receive an adequate test as to their reliability. 
Interpretation of the facts will often be a matter of presenting" the 
facts in a logical manner. In some cases, the interpretation of facts 
will be a matter of opinion. In such cases, the opinion should be based 
upon the available facts and the general concept of standard costs. 

In some cases materials or other items vary to such an extent as to 
cause standard costs to be of no apparent value. Such difficulties may 
be obviated by the application of a simple index number to take care of 
the variable. For example, suppose that there are loo pounds of raw 
material A in i,ooo of B articles. The raw materials, at the time 
the standard cost is set, may be worth, say, $ioo. If, in the course of a 
month the price of this mateidal rises, to, say, $125 the index is 125/ 100 
X 100 or 125. If it is feasible to set up some of the standard cost 
items in terms of a reasonably accurate budget the relatively sta- 
ble items may be carried at standard cost and the other items carried 
by retrospective cost methods. The application of index numbers, or 
the addition or deduction of a percentage to bring former standards 
into agreement with current forecasts, is an important feature in re- 
vising the cost estimate for budget purposes. If the units and the prices 
or an index number of them are known, it is a simple matter to 
revise standard costs so as to reflect necessary changes in former 
standards. 

The Control of Standard Costs. — Something of the nature of 
the means of control which standard costs provide has been indicated 
previously. For the purposes of a further development, the following 
four aspects of the question will be treated: (i) profits cost; (2) 
labor costs; (3) material costs; (4) overhead costs — and the varia- 
tions from each of these. 

Control of the standards for each of these factors may be secured 
by research work. The standard must be reasonable in the light of 
the methods available to accomplish the task. Faulty standards may 
permit many wastes to occur which better standards would prevent. 
Studies made for the purpose of establishing standard costs generally 
reveal many sources for the improvement of ways and means of doing 
work or of securing better results. The desire to secure better stand- 
ards for the purpose of business control has set hundreds of highly 
qualified specialists to work to find the '^one best way'^ and better ways 



STANDARD COSTS AS AN AID TO MANAGEMENT 191 

to do work. For example, Mr. A. B. Segur ^ has announced the fol- 
lowing law of motion-time analysis and stated it in the following 
words : ‘Within practical limits, the time required for all experts to 
perform a true fundamental motion is constant.’’ Gilbreth analyzed 
the fundamental motions and found that there were seventeen such 
motions. From motion-study he ascertained the “one best way” to 
do work. Before standards are set, an adequate analysis of the items 
involved will do much to control the standards.^ 

After the standards are set, control of results comes largely from 
a knowledge of the progress of the work as compared with the stand- 
ards. The causes for variations from standards must be known 
promptly, if the information is to be used to control the “history” of 
the results. Timely information as to the causes for variation from 
standard costs is a prime requisite to executive control of a business 
enterprise. A knowledge of the causes for variation from standard 
cost is essential to the effective placement of responsibility for the 
results obtained. 

The Nature of Quantity and Price Variations. — A general an- 
alysis of the variations from standard cost may be summarized as 
follows : 


Items Quantity Variations Price Variations 

Profits Various Various. 

Labor Efficiency in use of labor Wage rate variation. 

Material Efficiency in use of material Efficiency of purchases manager. 

Overhead costs .... Management efficiency Expense rates. 


Some of these items require qualification or further explanation. 

Variations in profits from expectations may be due to a variety 
of conditions. The responsibility for the variations may be assignable 
to external as well as internal conditions. Sufficient information may 
be obtained for the chief executive to secure a good picture of the 
causes for variations in the profits. The variations in the profits may 
be analyzed into a comparatively few fundamental causes for variation 
and the results used to correct the “log” of the business “gun.” 

Gantt did much to show the causes for variation in the efficiency 
of labor, machines, etc. The responsibility for labor variations may 
or may not be assignable to the workman. For best results, the causes 
for variation from standards should be placed immediately. Mr. M. 
R. Lott^ has described a simple method of doing this for labor costs. 


'^Manufacturing Industries, April, 1927. 

^ Ibid., p. 272. 

^Manufacturing Industries, Vol. IX, No. 4, p. 348. 
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TABLE 22 

Causes for Deviation from Standard Time 
Materials 

Defective castings — very hard. 

Defective castings — ^blow holes. 

Defective castings — excess stock. 

Forgings — very hard. 

Forgings — blow holes. 

Forgings excess stock. 

Defective castings due to pattern. 

Required material not available. 

Required material other than specified on blue-print. 

Defective material supplied. 

Required material available but wrong material supplied. 

Material injured by distorting or defacing. 

Material characteristics: varying degrees of hardness; quality of material; 
varying degrees of straightness, flatness and smoothness. 

Tools 

Tools not available before job required by production department. 

Tools not available at tool crib. 

Defective tools supplied. 

Tool broken down in operation. 

Machines 

Proper machine not available, in use for another job. 

Defective machine or equipment discovered defective after setting up. 
Defective machine or equipment, broken down during operation. 

Information 

Operation sheet not available, mislaid or carried away. 

Operation sheet not available, made by methods department but not supplied 
by production department. 

Blue-print mislaid or carried away. 

Wrong information. 

Insufficient information. 

Fault of supervision. 

Time Allowance 

Insufficient time allowed. 

Time consumed less than time estimated. 

Additional set-up, original order broken into smaller lot. 

Machine set-up on previous lot. 

Workman at Fault 

Operator not accustomed to this class of work. 

Operator unable to meet time, due to physical condition. 

Operator did not make an honest effort. 

Inexperienced operator. 

Previous operation at fault. 

Inspection 

Waiting for inspection. 

Defective inspection on previous operation. 

Development 

Experimenting with factory methods. 
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See Table 22. The method consists essentially of using a form on 
which is printed some fifty-one specific causes for variation. This 
obviates the necessity of general inferences as to causes for variation 
in labor and helps to place responsibility for the failure to achieve 
standard results. 

The wage payment plan will have much to do with the variations in 
wastes. If a 100 per cent bonus is paid, the only variations in wages 
will occur when the workman fails to attain standard time.^ If piece 
rates are in effect, no variation in labor prices will occur^ but in each 
of these cases the results may cause variations in the overhead costs. 

Variations in the quantity of material used may be analyzed for 
defective standards and several classes of wastes. The results may 
be used to correct the standard allowance for waste, or to secure more 
effective utilization of materials. The variations in the price of ma- 
terial purchased from the standard price of material may be used to 
judge the efficiency of the purchasing agent. To get a technically cor- 
rect measure, if one is desired, the standard price of materials should 
be carefully forecast by the purchasing agent. His efficiency may then 
be based upon the accuracy with which he can forecast results. 

The variations in overhead costs may be classified into a variety 
of variations but should be summarized according to executive 
‘Responsibility.” The summary classification may be divided into 
variations in the various major executive groups as shown by the 
internal organization chart.^ This procedure is illustrated at other 
points in this treatise. 

Causes for Variations from Standard. — The causes of varia- 
tions from standard should be analyzed into time variations as well as 
unit and price variations, wherever this is desirable. There are a num- 
ber of ways by which variations in profits, labor, materials, and over- 
head costs can be analyzed and classified. The nature of the varia- 
tions in each business will depend to a considerable extent upon the 
individual problems. A further analysis of the variations may take 
place along the following lines : 

Variations in profits : 

Due to the net effect of the combined variations, including 
sales, etc. 

^See series of articles by R. W. Darnell in Management and Administration, 
1923-1924. 

®Mr. E. F. Rauss, in Manufacturing Industries, February, 1927, p. 93, gives an 
illustration of how this is done by the Cadillac Motor Company. 
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Variations in labor : ^ 

Due to hours worked. 

^Due to rates of pay. 

Variations in material : 

Due to quantity of material used. 

Due to quality of material used. 

Due to price. 

Variations in overhead costs: 

Due»*to variations in quantity of services used. 

Due to quality of services used. 

Due to price of services used. 

Due to variation in operations from standard, caused by varia- 
tions in time. 

Due to miscellaneous expenses, too small to justify accurate 
analysis. 

Variations which may affect each of the above classes of variations : 

Due to use of alternative standard. 

Due to revision of standard. 

Interpretation of Variations — Standard costs, as stated previ- 
ously are based upon estimates of the activities of the concern over a 
period of years.^ For management purposes, this period of years is 
broken up into segments — ^hourly, daily, weekly, monthly, or quar- 
terly periods — according to requirements. The basis for management 
rests upon the future, but in many instances, the plans for definite 
operation do not extend into the future for more than a relatively 
short period. Standard costs help materially in formulating this basis 
for action — ^the budget. Since standard cost is based upon a forecast 
of operations, it is easy to see that performance will vary from the 
forecast. 

The various control accounts for standard and for performance 
cost will give the summary variations from standard. The variations 
for each class of items may be analyzed so as to show the causes for 
variation. In making this analysis, due consideration must be given 
to (i) clerical errors,^ (2) interpolation to ascertain what ^^hould 

^ The data given in Table 22 show how these variations may be classified so as 
to place responsibility for failure or to give credit for success in performance. A 
somewhat similar analysis should be made, as the particular problem may require, 
for material and overhead costs. 

^ The main features of this technique will be found in the two following chapters. 
It should be emphasized, however, that standards are bases for judging performance, 
and that they must be reasonable for future attainment and interpretation. 

® Emphasized by H. W. Maynard in N, A. C. A. Bulletin, Vol. VIII, No. 2, p. 561. 
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have been” normal under the conditions faced, and (3) ascertainment 
of the basic causes for variation. One of the advantages of standard 
cost is that clerical errors “cannot” be allowed to spoil the information 
furnished by reliable costs. The first analysis should eliminate the 
clerical errors. A second analysis should be made for the purpose of 
revising the standard in the light of activity of the concern. This may 
be done by means of a simple formula wEich recognizes the fixed and 
the variable overhead costs, as explained in Chapter XII. The re- 
maining variations serve as a basis for judging the effectiveness of 
the management. The basic causes for variations in the operations of 
the various major and minor activities of the business may be judged 
from the nature of these variations. If the variations can be ac- 
counted for in terms of units and prices, the problem of interpreting 
the variations will be less difficult and of more utility. In Chapters 
V and VI something of the nature and interpretation of variations 
in costs was illustrated. Other illustrations appear in subsequent 
chapters. 

If the standards are set up and kept in terms of the particular 
organization, the variations between standard cost and attainment cost 
will be of considerable value in placing responsibility for success or for 
failure in performance. The placement of responsibility, as currently 
practiced, is often ineffective because not enough reliable data are avail- 
able to show the nature of the causes for failure in performance. A 
well-devised and well-operated standard cost procedure should analyze 
significant variations in cost so as to show the effective cause for 
failure in performance. This may be done by the application of the 
principles and the procedure developed herein. 



CHAPTER XII 


THE BUDGET AS AN AID TO MANAGEMENT 

Development of Budget Ideas. — Two decades ago the literature 
n this country on budgeting was confined almost entirely to govern- 
nental bodies. A decade ago budgeting for business enterprises began 
:o attract and to hold the attention of business executives. About the 
:ime the idea got well started, some business executives came forward 
vith the information that they had been using the budget with success 
for anywhere from three to thirty years. The growth in the budget 
idea has indicated that the subject has undergone refinements in con- 
:ept and methods. 

It appears that budget ideas have grown along the following over- 
apping lines: 

( 1 ) The idea of planning the operations of a business in one’s 
mind developed first. The plans wtre formed largely from an- 
alyses made from accounting records and an intimate knowledge 
of the business. The written plans, if any, were largely in- 
formal. 

(2) The idea of expressing the business plans in formal writ- 
ten statements developed later. The statements were used for 
the purpose of showing manufacturing, sales, expense, and 
finance requirements. The ideas were then united by means of 
^‘master schedules.” 

(3) The idea of securing the cooperation of the executives 
and certain employees for the purpose of getting a better idea 
of what the business ''should do” during a future period is a 
more recent development. The information from these vari- 
ous sources would then be tabulated and set up as a plan for 
action. That is, a coordinated plan was made for the whole 
business. This idea has grown until it has become known as 
"budgetary control.” ^ 

(4) The idea of "budgeting to the business cycle” ^ soon made 

0. McKinsey, Budgetary Control, p. i. 

®J. H. Barber, Budgeting to the Business Cycle, 

xg6 
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itself felt because of a growing interest in the “business cycle,” ^ 
the statistical method, and scientific research. 

Thus the ideas on budgeting have been developed from loosely 
connected and poorly formulated plans, through the stages of sys- 
tematism, to a stage where the application of the scientific method is 
employed to give the business greater control of its destiny. 

The Budget Defined. — Like other subjects, different writers 
define budgeting in such a manner that it conforms to their ideas on 
the subject. If the aim of the budget is proportional to its poten- 
tiality, its definition should be broad. Budgeting may be defined as that 
branch of accounting which deals with the science and the art of fore- 
casting future operations. It uses the various tools of accounting to 
forecast what “should be” and what “will be.” It perfects its ways and 
its means by an evaluation of the effective causes which contribute to 
variations between what is predicted and what happens. 

A number of definitions have been given to budgeting. Hilgert 
says : “Budgetary control may be defined as accounting in terms of 
the future. It means a careful planning of all functions in advance.” ^ 
McKinsey says: “Budgetary control ... (is) that which deals with 
the coordination of the operations of the several departments to the 
end that a well- formulated program may be made, for the business 
as a whole.” ^ He also recognizes forecasting for the business cycle 
as necessary, if “proper results are to be obtained.” Barber says: 
“Budget methods aim at sound ‘anticipation of consequences^ that will 
merit executive ‘provision against them.’ ” ^ Many other definitions 
may be secured from published works. As the budget is now defined 
and used, it is necessary to know just what procedure has been set up 
in each individual business before one can appreciate the type of 
budget that is used. Such a variety of ideas about budgets has many 
disadvantages, but it has one great advantage: the quality of adapta- 
bility. For best results, however, the budget should be provided with 
ways and means which will enable it to accomplish its highest purposes. 

Purposes of the Budget, — The budget has several important pur- 
poses. Some of these are as follows : 

I. It serves as an administrative and management tool for the 
control of the profits of an enterprise, or an industry. 

^W. C Mitchell, The Business Cycle, 

R. Hilgert, Cost Accounting for Sales, 1926, p. 32. 

^Ibid.,p 3. 

^Jhld,, p. 3. 
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IL It serves as an administrative and management tool for the 
control of the financial position of a business, or for an 
industry. 

III. It serves as a tool for the control of employment and wages. 

IV. It may serve as a tool for the regulation of business in ac- 
cordance with the principle of fair prices and fair profits. 

Each of these purposes of the budget will be discussed briefly. 

A Tool for Profits Control. — In many industries and businesses 
today there«»is possibly no more important question than fair prices 
and fair profits, as indicated in Chapter X. Whatever be one’s ideas 
of how best to secure this, or other aims, is not a factor that affects 
the usefulness of the budget in accomplishing the tasks set for the 
budget. The budget is an important instrument for emphasizing the 
aims of the business — profits — ^and the ways and the means for secur- 
ing those aims. In many businesses and industries today, so much 
stress is laid upon “service,” “expansion,” “competition,” and other 
uneconomical indulgencies, if excessive, 'that sight is often lost of the 
first aim of private business — ^that of adequate profits at reasonable 
prices. The budget may serve to bring these aims to the attention of 
administrators and executives in a forceful way. Since a little over 50 
per cent of the 250,000 odd business corporations in the United States 
do not earn any profit,^ and only about 5 per cent of them know the 
cost of their services,^ it seems that more thought devoted to proper 
budgeting would be profitable. 

Budgeting helps executives to visualize the profits problem in the 
business and in the industry or trade. To insure an adequate profit 
for the business the several functions of the business must be planned 
properly. The “merchandise plan” should provide plans for the sale 
of definite goods or services, at fair prices, which can be procured at 
a standard cost, and which can be marketed at a cost that will allow 
for a fair profit after the necessary expenses are met. To accomplish 
this, it sets definite standards for each major and minor function of 
the business. This serves to emphasize the importance of more stable 
procurement and its major component — ^labor. It emphasizes the 
importance of standardized and simplified goods, the more economical 
marketing and production of goods, and the elimination of wasteful 

^U. S. Census, 1923. For an account of losses see “Taking tke Risk/* bv Foster 
and Catchings, Nation*s Business^ July, 1925. See also Statistics of Income, Treasury 
Department. 

^ Estimated in several publications of the N. A. C. A. 
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and uneconomical practices. The budget may serve as an effective 
method for fixing authority and responsibility for action. It may 
serve to indicate what ‘'should be” accomplished during a given time. 
An interpretation of the causes for variation between the budget and 
performance may be used as a measure of the ability of the manage- 
ment to serve the best interests of the stockholders, the employees, and 
the general public. 

A Tool for the Control of Finance. — The budget may serve as a 
useful administrative tool for the control of the business enterprise. 
Wisely used, it may serve as an aid for the stabilization of the finances 
of a business, an industry, or the business activities of a community. 
Financial stability depends, in the final analysis, upon the proper flow 
of adequate profits for the net worth of the business. There are also 
other very vital factors; namely, proper legal and police protection, 
competent management, competent personnel, the size and type of the 
business, etc. The final question, however, is an adequate return upon 
the investment. The emphasis on profits may be placed first or last. 
The psychology of placing profits first may be objectionable to many 
and especially to certain consumers. To place the emphasis on the 
“last” share for profits may be good psychology to use on consumers, 
but it is bad as business psychology because it too often neglects the 
final share. Proper budgeting serves to emphasize a fair profit first 
and in doing this it gives a sobering effect to business planning. 

Writers on budgeting have stressed the point of view of the indi- 
vidual enterprise. Nothing has been said, apparently, about the ef- 
fects of proper budgeting upon the financial stability of an industry 
or a community. This subject may be considered from two points 
of view; namely, the private, and the public points of view. When 
some business enterprises in a particular trade or industry pass that 
crude state of “small concerns” and branch out into “big business,” 
an entirely different situation faces the industry from that which faced 
it previously. Under the “free competition” idea the “survival of the 
fittest” are the only ones that are competent to serve the public. Our 
experiences with this idea have not been satisfactory. The ethical 
concept back of the idea does not meet with present ideas that are 
quite common in the community. 

A budget for an industry would do much to solve the evils that beset 
the “man industries” and the community. Considerable effort has 
been put forth to control certain business factors that enter into the 
budgets of the several producers in certain industries, but little, if 
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anything, has been done to budget the several industries. Individual 
firms budget with the expectation of securing a certain amount of the 
business. Such budgeting may lead to even worse competition than 
before. From the viewpoint of the industry as a whole, the stern 
reality of facts, such as might be disclosed by a welLdrawn combined 
budget of the concerns in an industry, could do much to secure the 
financial stability of the individual firms as well as for the industry 
as a whole. From the public point of view, such a budget would be 
beneficial. ^It would stop the wastes of prodigality, which, for example, 
is now taking place in the oil industry. This same evil affects many 
industi'ies but not upon so obvious a scale. The public might easily 
be assured of and receive better prices and services than it will re- 
ceive without such control. The small investor would be protected 
better and the savings invested in the industry would be allowed to 
earn a fair return instead of high returns, large losses, or no return 
at all, as is now so often the case. 

From the viewpoint of the individual enterprise, the budget is, if 
formulated wisely, a powerful tool for securing financial control of 
an enterprise. It indicates what the trends in the business are, and 
if the administrators use the information in an intelligent manner the 
enterprise is protected from many of the hazards in business. Some 
of these hazards will be discussed briefly. 

In a growing business, care must be exercised in the control of 
fixed property. To keep from overexpanding, the Dennison Manu- 
facturing Company restricts its growth to about eight per cent per 
year. If the plant and equipment is allowed to expand beyond the 
needs of the business, grave consequences may result. Uneconomical 
expansion is a frequent cause of bankruptcy. The budget, if drawn 
up properly, will not make the mistake of providing facilities which 
are beyond the requirements of the business. In a declining industry, 
the budget may greatly assist in the selection of a new line of products. 
In such a case, the research necessary for the setting up of reasonable 
estimates of operation will be money well expended, if the researches 
are wisely conducted. 

The budget emphasizes the time when a particular program will 
probably require additional assets. This should enable the treasurer 
or the controller to secure the necessary funds on favorable terms. 
This phase of the budget was explained in Chapter VIIL 

A Tool for the Control of Employment. — The industrial revo- 
lution and the rise of great industries and big businesses has brought 
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with it perplexing labor questions. The wastes which take place in 
business due to unemployment and to the strife between the workers 
and the managers of enterprises has never been estimated. The amount 
is enormous ! The value of the budget, for individual enterprises 
and for industries, has not been sufficiently recognized as a very fun- 
damental way of attacking this great problem. 

Unemployment is indeed a great problem. There are many phases 
to it. Some of the phases may be successfully attacked by the proper 
administration of the budget. Seasonal and cyclical ^unemployment 
may be greatly reduced if not almost entirely eliminated by it. Un- 
employment caused by overexpansion and overproduction in business 
may be considerably reduced by budgets. Furthermore, accounting, 
in its broadest meaning, may be used as a powerful instrument to solve 
some of the questions relative to wages, output, hours, etc. These 
questions will receive attention later. 

A Tool for Legal Regiilation. — In civilized countries business 
is usually subjected to different types of legal control. Such control 
usually arises as a consequence of certain practices of long standing 
that have resulted in exorbitant profits being made by some individuals 
at the expense of the public. Once a given type of control gets started, 
it is often a difficult task to change it, no matter how little it is en- 
forced or capable of being enforced. Time and conditions, however, 
work many changes. Our legal regulations of many businesses is 
antiquated, as pointed out in Chapter IX. If business is to be con- 
trolled by legal procedure which recognizes the principle of fair prices 
and fair profits, ' accounting should be a powerful tool by means 
of which an effective procedure might be secured for the necessary 
control of the enterprise. In the absence of such a concept of legal 
control, individual industries and the public can enjoy only a portion 
of the benefits that they might receive from such control. ■ Some of 
the advantages that such a plan of operation would insure are now 
being secured in an informal way, such as by the free interchange of 
information among businesses, associations, and societies. It seems 
that these avenues hold much more of value to business than is being 
received from them. The future will very likely hold more of value 
and more realizations of the possibilities they offer than has the past. 

The Budget as a Means for ControL— Much emphasis has been 
placed upon the budget as an instrument for executive control. This 
means that the budget is an instrument through which the authority 
and the responsibility in the organization may be traced. The adminis- 
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trative and executive control of a business must take place in advance 
of operations. Budget control means that there is a careful planning 
in advance of operation. These plans should be so laid that perform- 
ance may be checked against the plans or standards. 

The chief means of control of the results of a business are to be 
found in the fact that by knowing what will likely be the results under 
two or more standards of operation, the results may be affected. That 
is, the business may be so operated that its financial condition may 
be deterniiiied for periods far enough in advance to guard against 
blunders that may threaten its solvency, etc. It centralizes in the board 
of directors and in the chief executive the means by which to act in 
such manner that they may direct the operations of the business. 

The Budget as a Basis for Judging Efficiency. — Since the budget 
may serve as an effective way of placing authority and responsibility 
in the business, it should also serve as a basis for judging efficiency. 
The chief executive should have an effective way of ascertaining 
whether or not the various major and minor executives and the em- 
ployees are performing their work in an acceptable manner. If the 
budget is constructed properly it may be used as an instrument to 
check the efficiency of the several members of business. Accounting 
tools are not automatic, in many respects, in performing this func- 
tion. The results must be interpreted. Other accounting tools may 
assist greatly in the proper interpretation. How this may be done in 
specific cases will be explained later. 

The directors may judge the efficiency of the chief executive by 
adequate accounting. The causes for the variations between the bud- 
get and the performance, if properly interpreted, serve as a basis for 
making this calculation. The value of such an instrument has not as 
yet been recognized, apparently. If the budget has been set up prop- 
erly, its directors have every reason to judge the chief executive, in a 
large measure, by his ability to secure the desired results, or show 
fundamental causes why the results were not secured. Executives 
should be employed for the purpose of controlling the results that 
are within their control. The directors have a right to expect this 
from the chief executive down through the organization. 

Organization and Policies. — Two of the most important prin- 
ciples of the budget relate to the internal organization and to the poli- 
cies of an enterprise. They are prime requisites to the operation of a 
well-formulated budget. The importance of proper organization and 
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policies was indicated previously* The treatment here relates strictly 
to the budget. 

If the budget is to serve as a reliable instrument for the control 
of a business, proper care must be exercised in the construction of the 
instrument and in keeping it in good order. The broad policies of a 
concern affect the type of organization considerably. The policies of 
the concern should be clearly stated in writing. Its history should be 
written with clearly defined major policies as its base. The organ- 
ization should be built to carry out effectively the policies/)! the busi- 
ness. Since the policies of a concern find a large measure of expres- 
sion in the budget, it follows that the organization must be morally 
responsible for its actions in carrying out the budget. This moral 
responsibility should be capable of an effective expression by account- 
ing methods. The principles of organization and of policy control 
in the budget are closely interrelated to the principles of administra- 
tive and management control as set forth in Part II. 

The marketing, procurement, labor, and financial policies are all 
interdependent. This should be recognized clearly in setting up a bud- 
get procedure. The finances of a concern may be such that full ad- 
vantage cannot be taken of the most favorable conditions. The state 
of the market may be such that the favorable advantages in other 
fields cannot be taken advantage of properly. The product may be 
so poorly adapted to the wishes of customers that it cannot be sold at 
a profit. In like manner, every phase of the business may be dependent 
on the other phases of the business. The preparation of plans for 
and the operation of a budget procedure must clearly recognize and 
be capable of giving expression to the probable strength of the “weak- 
est link in the chain.'^ 

Budget Procedure. — The procedure which should be set up for 
formulating the budget, in any individual case, will depend largely upon 
the specific objects which are in view. Great refinement of procedure 
may not yield any better results, in a given case, than simpler, yet ade- 
quate methods. The need for greater and greater refinement of meth- 
ods will usually follow with increased use and reliance upon the budget, 
as the chief instrument of control in an extensive business. The prin- 
ciples which are followed in this treatise apply to a sizable concern 
and along broad functional lines. The various parts of the budget are 
treated in greater detail in the remaining parts of this book. The 
principles of budgeting and the analysis of the complete or master 
budget are treated in the present chapter. 
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The complete plans for the operation of a business, such as a board 
of directors or a chief executive needs, may be called a master budget. 
A master budget should be composed of a number of major budgets 
which are in terms of the organization. The particular method of 
going about getting the major and minor budgets is, in many respects, 
an important matter. The wrong methods may mean failure in a given 
case, as so much depends upon the type of organization and the per- 
sonalities which compose the management of a particular business. 
The best procedure for determining the several budgets in a well-or- 
ganized business seems to be somewhat as follows : 

1. Estimates should be secured from the minor departments 

of the business covering the operations for a specific pe- 
riod in advance. 

2. The minor budgets should be used as the basis for major 

budgets. The major executives should, however, use their 

own judgment in making their estimates. 

3. The budget officer should make a preliminary master budget 

from the major budgets. 

4. A statistical forecast for a specific period should be made by 

the statistical officer. 

5. The budget officer should study the forecast in comparison 

to the preliminary master budget. 

6. The controller as a chairman of the budget committee should 

assist the committee in harmonizing the budget. 

7. The controller should present the tentative budget to the 

chief executive. 

8. The chief executive should present the tentative budget to 

the board of directors, who pass upon it. 

This analysis has taken many things for granted, so that further 
elaboration seems necessary. 

The Minor Tentative Budgets. — In securing the minor budgets 
some technique is quite vital. Those who make these minor budgets 
should have a good knowledge of the past operations of the business 
and how any new policies or conditions may affect their estimates. 
They should be properly instructed as to the exact manner in which 
their estimates are to be presented. In most cases both personal and 
v/ritten instructions will be necessary. The way in which the idea 
is presented and the ease with which it can be prepared will have con- 
siderable to do with the attitude of the minor and major executives 
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of the business toward the budget and its successful operation. A 
few well-devised forms may assist greatly in getting the budget drawn 
up properly. Wherever possible, a standardized form should be fur- 
nished on which is presented, in parallel columns, the accomplishments 
of certain prior periods, in units and prices for the several commodi- 
ties, and proper space for the estimate, which should also be in units 
and prices. The necessity for obtaining the estimates in units and 
prices for the operation of a fundamentally sound budget will be ex- 
plained later.^ 

An estimate that is presented by a minor or major executive which 
is not fundamentally sound is worse than useless. It may lead to 
large losses. 

The Major Tentative Budgets. — The major tentative budgets 
should be prepared after giving due consideration to the minor tenta- 
tive budgets. The major executives should be able to give a better es- 
timate of future operations than minor executives. The experience 
of the minor executives and their estimates are of vital importance, 
in many lines of business, to major executives in making sound esti- 
mates of future operations. The major executive should have a better 
idea of the probable operations of his department than those under his 
direction. If the minor budgets are assembled properly, however, much 
detailed information can be gotten that may be exceedingly useful. 

The Tentative Master Budget. — The minor budgets are com- 
bined into major budgets and these in turn are combined into a tentative 
master budget. One of the duties of the budget officer is to assemble 
the major budgets and to study and review them with the controller 
and other major executives. This work is performed to get a clearer 
idea of the work as a whole. It is strictly preliminary work, but if 
done properly it may be of considerable use in arriving at the final 
estimates. 

The Statistical Forecast.— A reliable test for the tentative bud- 
get estimate is to be found in the statistical forecast. This forecast is 
the product of the scientific analysis of business facts. It is based upon 
the statistical method and should make use of such pertinent data as a 
skilled technician can secure from a well-informed controller’s depart- 
ment and the necessary external information. The statistical forecast 
should predict the course of the business cycle and the statistician 
should know how each phase of the cycle will likely affect the several 
parts of the business. From a knowledge of past and prospective 

"Chapters XXIV to XXXII. 
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conditions in the paiTicular business the statistician can forecast each 
major budget, as explained in Chapters XXII-XXXII. 

Preliminary Budget and Forecast Comparison. — The budget 
officer should make a study of the preliminary estimate and the sta- 
tistical preliminary forecast. The differences between the two should 
be accounted for as far as possible. The budget officer should advise 
with the forecaster and the executives who prepare the major budgets 
for the purpose of bringing the two together. If this cannot be done 
in a satisfactory manner, the controller, as chairman of the budget 
committee, may undertake to harmonize the estimates. Whether or 
not this is done successfully is not a cause for very great concern. 

Executive Approval of the Budget. — The controller and the 
budget officer, in conference with the chief executive (and the budget 
committee, if considered necessary because of prior non-agreement or 
otherwise), should present the proposed budget to the chief executive 
for his revision and approval. As indicated previously, the chief 
executive exercises control over the business largely by accounting 
methods. The budget as an instrument of control should be his meas- 
uring stick for the coordinating of business activities and for judging 
its achievement. From this, it follow^s that the chief executive is 
the official who should appraise the proposed budget and its several 
parts. The budget work that has been done up to this point is for the 
purpose of assisting the chief executive to appraise the proposed re- 
sults. Mr. Coonley ^ has given an interesting account of an experience 
with his budget that may be used to illustrate the principle stated 
above. He says : 

When the head of my planning and statistical department came to me in 
the early part of this year with the second annual estimate of our profits, he 
showed such a small black figure that it sent the shivers down my spine. I 
want to confess to being a rank optimist at all times, and it is terribly hard 
for me to see anything bad coming from any person or from any condition. 
Therefore, I need some one, not a rank pessimist but, perhaps, a rank prac- 
ticalist, hanging to my coat tails. 

My first inclination was to throw overboard his conclusions by saying that 
they could not be right. My second one was to say, “Look here, this fellow 
never before has gone wrong; why should he now?^' And so I said, “If his 
prediction is true, or anywhere near true, something must be done about it.” 
So I called in my chief accountant and my assistant, my treasurer and this 
man who had waved the red flag at me, and we sat down to the most serious 
“knitting” that I have indulged in since the year 1921. 

^Howard Coonley, president, Walworth Manufacturing Company, N. A. C. A. 
Yearbook, 1926, p. 37. Also Factory, October, 1926, p. 591. 
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The Directors’ Approval of the Budget. — From the principles 
of organization discussed previously, the directors are, in the last anal- 
ysis, the ones that set the goal for the business. The budget which 
is presented to the directors may be revised before it is approved by 
them. If the results which are forecast do not meet with their ap- 
proval, they must be revised and the proper administrative and ex- 
ecutive action provided to secure the desired results. 

When the directors approve the budget the tentative budgets should 
be brought into agreement with it. The chief executive, and each 
major and minor executive then have their goals. Executive action 
should be provided in order to carry out the budget. 

Special Qualifications. — In some lines of business the major 
executives may be better able to prepare the estimates without going 
to the trouble of getting minor executives’ estimates. In other busi- 
nesses the budget officer, the statistician, the controller, and the chief 
executive may be able to do the forecasting better without the labor 
of getting minor executives’ ideas about the matter. This may be true 
of specialized products and in businesses where research methods may 
disclose a better method of predicting than those with which the minor 
executives are familiar. In many cases, however, such as where a large 
variety of products are handled that may not be classified satisfactorily, 
or where the proper procedure may not be perfected, or where the 
information may be otherwise beneficial, it is advisable to follow 
the procedure indicated above. The exact procedure to be followed 
by a concern at any given time will depend upon a number of prac- 
tical considerations. Where the procedure varies from the principles 
outlined herein, a corresponding change should be made in the in- 
terpretation of the data obtained. 

Conformance to the Budget. — It should be understood clearly 
that the budget is a guide and not a dictator. It is desirable that the 
budget should be as accurate as practicable and every reasonable effort 
should be exerted to make it dependable. If the budget is made on a 
monthly basis, it is not advisable to disturb the budget that is made 
out as a basis for operation during that period. Any fundamental 
changes should, however, be set forth as additions to or as deductions 
from the budget. This will help materially in revising the inter-de- 
partment budgets and in taking the necessary executive action to profit 
from the additional information. It will also help in interpreting the 
variations from the authorized budget for operation. 
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If the budgets are to be effective as a means for executive control 
a suitable procedure should be made for the purpose of keeping th( 
performance in proper relationship to the estimate. One way o1 
doing this is to require a requisition which must be authorized by th( 
controller or the budget officer before certain budgets may be ex- 
ceeded. Another way is to hold the executive accountable for exceed- 
ing certain budgets. These variations will show up in the analysis 
of causes for variation. An appraisal of these variations may be more 
effective, in some cases, in placing responsibility and in getting re- 
sults than can be secured by the first method. What is desired is in- 
telligent executive action. The requisition method, if not abused, has 
many good qualities and may be more elTectively used than the second 
method. 

Procedure for Recording the Budget. — In general, the budget 
should not be recorded in the books that are kept for recording accom- 
plishment. Where standard costs are kept, however, a considerable 
amount of the budget information should appear in the books of ac- 
count. The major budget and the phases of the minor budgets not 
relating to standard cost may be kept more effectively by means of 
work-papers and by reports. If ledger accounts are allowed to collect 
regular budget information, they will become unwieldy and require 
much analytical work before a simple trial balance has any meaning. 
The ledger is usually put to a heavy task if it keeps a proper analysis 
of accomplishments. If the ledger can present an adequate analysis 
of accomplishment in terms of the budget, then the periodic work- 
papers can be prepared easily and the necessary reports rendered 
therefrom. 

The Analysis of Variations, — The importance of a proper analysis 
of variations between the budget and accomplishment has already been 
stressed. Some advocates of the budget consider the analysis of 
variations between the budget and performance of no considerable 
importance. It should be emphasized, however, that administrators 
and managers who expect to perfect the budget instrument should 
be impressed with the importance of knowing the causes for significant 
variations* The budget instrument should be so perfected that it can 
be used to “hit the bulks eye.^’ 

One of the benefits that comes from the application of the scientific 
method to the solution of business problems is that the exceptional 
cases are isolated for the purposes of further analysis and study. This 
method isolates the good and the bad experiences and makes it possible 
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for the business to profit most from its experiences. The bad ex- 
periences may be eliminated gradually and the good experiences put 
to a larger use. One of the greatest sources for the collection of data 
to be recorded in the Experience Book, previously referred to/ is to 
be found in the analysis of variations. The accounting plan should 
be so constructed that the variations will be apparent and their causes 
easily ascertained. 

Flexible Budgets. — Another way by which budget performance 
may be judged is that of the flexible budget. Briefly, the.procedure is 
to determine a fixed and a variable factor, and from a formula the 
conformance to a standard may be checked. The possibilities of flexi- 
ble budgets as a means for executive and administrative control have 
not as yet been fully realized or recognized. The fixed and the varia- 
ble factors may be determined by statistical methods, as explained in 
the two following chapters. The explanation of their use and inter- 
pretation will also be deferred. 


^Chapter VI, p. 80-81. 
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Importance of Accounting Statistics in Business. — For some 
time the managers of many well-organized businesses have recognized 
the importance of “statistical" data and have made them a function of 
accounting. It is humanly impossible to understand the internal work- 
ings of a sizable business from accounting statements unless such 
statements make use of more than one measure. Units cannot be 
understood usually without a knowledge of prices, or vice versa. The 
necessity for making this type of statistics a branch of accounting has 
been stated previously.^ For convenience, this branch of accounting 
is referred to as “internal statistics.” 

Internal and External Statistics. — From the viewpoint of the 
individual enterprise, there are two classes of business statistics; 
namely, internal and external statistics. Internal statistics have to do 
with the statistical analysis of facts within the business and the inter- 
pretation of these facts. It also has to do with forecasting or prophe- 
sying what will happen in the future. In business parlance, some of 
the internal phases of statistics are known as: financial, cost, sales, 
production, expense, and other kinds of statistics. 

The experience of business enterprises indicate, however, that con- 
ditions outside of the enterprise also effect internal conditions. This 
external phase of statistics is external statistics, because it is outside 
of the individual enterprise. In some well-organized businesses, how- 
ever, the external phase of statistics is also a phase of the accounting 
function. They are closely interdependent problems, and for proper 
control they are used to aid the accounting function. 

The Business Cycle. — ^Varying business conditions have been 
recognized by business men for years. Just how long, nobody seems 
to know. Economists for more than a century have been “theorizing” 
about the causes for alternating periods of prosperity and hard times. 
We now call these business phenomena the business cycle after Pro- 

^ Chapter 11. 


210 



ACCOUNTING STATISTICS AS AN AID TO MANAGEMENT 21 1 

lessor Mitchell.^ During the past ten years much study has been 
made of the business cycle by the study of mass data by means of 
the statistical method. After all these mass data are analyzed and per- 
fected, Professor Mitchell says: 

We shall still know little about a matter of prime importance, that is, just 
how prosperity, crisis, depression and revival affects the inner workings of 
the business. . . . How much does a depression affect the collections of a busi- 
ness enterprise? How much does it reduce the working capital? . . . How 
are losses really met? Are the physical conditions of the plants allowed to 
run down in active times? . . . How long do cancellations of o?ders drop in 
depression when buying is from hand to mouth ? How early in the revival do 
they begin to mount ? When do they reach their peak and how high is it ? . . . 
How do business men take the business cycle into account in formulating their 
plans ? ^ 

The study of the business cycle has caused considerable interest to 
be taken in ways and means for detecting the various phases of the 
cycle and in profiting by the information. It has been found that 
certain industries are affected by the business cycle in different degrees 
and at different times in the cycle. This emphasizes the importance of 
each business man knowing how and when his business is likely to be 
affected by changing business conditions,^ 

Budget Difficulties. — ^As indicated in the previous chapter, the 
business cycle and changing business conditions affect the budget fore- 
cast. If the budget is to be based on correct principles, due consider- 
ation must be given to the business cycle. This necessitates an esti- 
mate of how the forces at work outside of the business will affect the 
internal workings of the particular business enterprise. 

Many business firms budget and plan the operations of their busi- 
ness with not more than a suggestion that external conditions may 
affect their plans. The potent business factors at work in the indus- 
try, the firm, and the community are not tested to see if they may 
throw light upon the changing business conditions that have turned 
pleasing prospective profits into serious losses. In modern business it 
is often necessary to make commitments for considerable periods in 
advance. Materials and labor must be used in manufacturing commod- 
ities to be sold during the next season. The foresight used in plan- 
ning business operations is often responsible for the bulk of the 
profits that a business may make under the 'Tree competition’' system. 

^Wesley C. Mitchell, Business Cycles, 1913, University of California Press. 

^Journal of Accountancy, 35:161-167, 1923. 

® Joseph H. Barber, Budgeting to the Business Cycle, also articles in Manufacture 
ing Industries, Vol. XI, No. 6, p. 417, et al. 
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Budgets that are not based on fundamental business factors may cause 
considerable loss in business, and for that reason it is important that 
the budget procedure include a forecast of business conditions. 

One of the important purposes of the budget is to assist the man- 
agement in eliminating the erratic movements from business, or in 
reducing them as much as possible. . Such movements are responsible 
for a large loss to the community. The administrators and the man- 
agers of business enterprises are largely to blame for these erratic 
movements. The community is demanding of management that busi- 
ness be made more and more stable.^ The intelligent preparation and 
use of the budget will do much to make more stability in business. 
One important difficulty is in getting management to realize the sit- 
uation and to take the proper initiative in the matter. 

The Study of Quantitative Data. — It has been demonstrated 
many times that the study of quantitative data is necessary for a reason- 
able understanding of the operations of a sizable business enterprise. If 
a concern produces and sells, say, a hundred different items, it would 
be a difficult task to get much information from the business reports 
unless the data were analyzed properly; that is, by the quantitative 
method. There are two important ways of studying quantitative 
data, as applied to general internal statistics, as follows : ( i ) the study 
of units, such as, pounds, barrels, bags, boxes, tons, articles, and 
other physical measures, and (2) the study of volume by price 
indexes. Each of these will be discussed briefly. 

A common way of studying quantitative data is the use of physical 
volume. It is often a satisfactory way of studying internal statistics. 
Where a large variety of products are handled, they may be grouped 
into classes for the purpose of study and analysis. The study may be 
in units or in terms of an index number. These classes may be con- 
verted into an index number of physical volume.^ Some large con- 
cerns do this because it greatly simplifies the study of the position of 
the business as a whole. The groupings should be made in such a 
manner that the individual items may be analyzed, where this is prac- 
ticable. 

In some cases the variety of products is so great, and for other 
reasons it is not practicable to secure physical units of measure for 
the products. In such a case an index of the physical volume may be 

^For a fuller statement of the wastes in unemployment and proposed remedies, 
see H. Feldman, The Regularization of Employment, 

® See F. C. Mills, Statistical Methods, Chs. VI and IX, and references therein. 
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prepared from a knowledge of prices. A very simple case may serve 
to make this idea clearer. If 600 articles are sold during a month for 
$5 each, the sales amount to $3,000. From a knowledge of either 
two factors, the third factor may be obtained. Thus an index of prices 
taken in conjunction with the amount gives a knowledge of quantities. 

Profit Requirements. — ^As indicated in the two preceding chap- 
ters, the first question in business is that of a reasonable and adequate 
profit. In medium-sized and small businesses the law of profits does 
not seem to be recognized as clearly as it does in sizable and big busi- 
nesses. Here the prime purposes for engaging in business are clearly 
recognized, if the business is wisely managed. 

A clear knowledge of profit requirements is fundamental to a 
sound plan for business operations. These requirements may be stated 
as a percentage of the net worth or as a certain amount of money. 
The rate of return must be adequate to maintain proper credit for 
the concern. The rate of return is relative, so that a good knowledge 
must be had of the returns obtained by other concerns and other con- 
ditions, before it can be known whether or not the rate of return is 
above or below standard. 

The stability of the business and the industry will have something 
to do with the rate of return required. Such questions should be 
decided after an adequate study of the several factors involved in each 
particular case. The concept of fairness of profits will also affect the 
rate of profit. From the viewpoint of free competition, the rate of 
profit may include an amount that could be used to expand the busi- 
ness and keep it abreast of the industry. The fair price concept would 
not include the provision of an amount to cover expansion, as such 
assets should come into the business from investors. After a con- 
sideration of the factors involved, the profit requirements may be 
stated in the light of the policies of the enterprise. 

The Price Policy. — In establishing a forecasting program the 
profits standard is the first of a series of problems. The pricing pol- 
icy of a business must consider the profits ideal and the volume ex- 
pectancy. The volume of business, discussed below, is usually de- 
pendent upon prices to a considerable extent. If the profits and the 
volume of business are known, then prices may be established. These 
three factors are, however, dependent and more or less variables. 

From the standpoint of fair prices, the pricing policy of a concern 
or industry should be based upon four items, as follows : ( i ) profits ; 
(2) volume; (3) cost; (4) prices. The profits standard is not ab- 
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solute irrespective of volume, cost, and prices. Profits would vary 
with cost and volume, if prices were fixed. If profits were fixed, 
prices would vary with cost and volume. An intelligent research 
study should indicate the approximate value of these several factors 
under given conditions, and the price set so that the largest volume of 
goods that were consistent with fair profits could be placed in the 
hands of consumers. 

Under free or under effective competition, the prices of commod- 
ities and the profits earned by business enterprises depend largely 
upon the intelligence used by the competitors in securing a profit. 
The pricing policy under such conditions lays emphasis upon the “eco- 
nomic return attainable.^^ ^ This means that an attempt has been 
made to secure the highest return attainable on the investment. Due 
consideration is given to the several factors which are estimated to be 
to the best interest of the concern over a period of years. Under 
these conditions, the pricing policy of a concern may be to give the 
individual enterprise a high rate of return. Prices and profits will 
both fluctuate, but the idea is to control these fluctuations so as to 
attain a given end: the attainment of the highest profit attainable 
under the conditions of competition faced. 

The Volume of Business. — The volume of business is usually 
measured in pecuniary units. The better practice is to express it in 
units, prices, and amounts. A statement of the volume of business 
may be quite misleading if it is stated in dollars. For this reason, 
internal statistics should furnish a knowledge of the physical volume 
of business. 

In making intelligent forecasts for a business enterprise, a care- 
ful consideration must be given to the physical volume of business and 
the prices that are to be secured. The volume of business furnishes 
the concern with highly useful information. A knowledge of plant 
capacity and plant requirements, sales capacity and sales requirements 
is essential to prudent management. From a knowledge of the 
volume of business that may be secured at given prices, costs, and 
profits, the management is in a position to set up standards of attain- 
ment for specific periods in advance. If standards are set for profits, 
costs, volume, and prices, the concern has a goal toward which to work, 
and the variations from these standards may be checked and set in 
the right direction by executive action when required. 

^Albert Bradley, ^‘Setting Up a Forecasting Program,’' American Management 
Association, Annual Convention Series, No. 4X, p. 6 , . 
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The Principles of Forecasting. — When ordinary business data, 
such as balance sheets and operating statements, are assembled and 
analyzed for the elements that affect a time series, it will be found 
that there are four significant factors at work upon the data. These 
factors are known as (i) the growth, (2) the seasonal fluctuations, (3) 
cyclical or general business conditions, and (4) random fluctuations. 

The growth factor is clearly recognizable in many classes of data. 
For example, the population grows at such a rate that it may be fore- 
casted with considerable accuracy.^ The growth in th^ production 
of coal, petroleum, pig iron, and many other commodities has been 
recognized. The rate of growth in few industries is the same, and 
for that reason research is necessary to ascertain a healthy rate of 
growth. The growth factor may be eliminated from data by use of 
the statistical method.^ 

Seasonal fluctuations affect time series data and may be removed 
by the statistical method. For most purposes the random and the 
cyclical fluctuations are left in the time series. These fluctuations are 
shown as deviations from normal. From a knowledge of these devia- 
tions from normal for significant data, it has been found possible to 
apply the knowledge thus obtained to making forecasts that are very 
accurate.^ 

Since the principles of forecasting are based largely upon the sta- 
tistical method, a brief statement will be made of some of the principal 
features of this method. The statistical method rests rather firmly 
upon the mathematics of probabilities. Mathematical formulae are used 
to segregate certain of the data. Mass data can be studied and val- 
uable information obtained. The data may be arranged in the form 
of a frequency curve. From this information the mean, the quartiles, 
and the standard deviation may be determined. The relationships, if 
any, between certain classes of data may be studied by the correla- 
tion method. For example, it may be desirable to know the relation 
between automobiles in use and gasoline consumption, or the relation 
between income and automobiles purchased, or other relationships. 

Budget Forecasting. — A valuable refinement of budgeting, and 
a requisite to proper budgeting, is that of budget forecasting by the 
aid of the statistical method and a thorough knowledge of the internal 

^See Jordan, D. F., Business Forecasting, Ch. 1 . 

^ See Mills, F. C., Statistical Methods, Ch. VII. 

® See, for example, J. H. Barber’s articles in Manufacturing Industries, 1923-1927. 
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and external workings of the business.^ Forecasting by the statistical 
method is an art, but most of the instruments used are usually sub- 
ject to scientific checks. Something should be said about the scientific 
procedure before the art of budgeting is considered. The art neces- 
sary for scientific investigation, of course, precedes the science of 
budgeting, which precedes the art of budgeting. 

The first step is to make a general investigation of the problem to 
see its main features. The particular object for which the data is 
sought shopld be as clearly defined as possible. This will help to 
eliminate the data that are not pertinent to the investigation. If great 
refinement appears to be required by the object in view, the investi- 
gation process should be more careful and intense than where the 
results to be secured do not require such refinement. This requires a 
careful evaluation of the data at the outset. The original evaluation 
may be changed later, but an evaluation of the data at the outset may 
result in the elimination of much data that are time-consuming and 
which may be abandoned later. Data which may not bear directly 
upon the problem should be discarded immediately so as to get at sig- 
nificant data. 

The second step is to analyze and segregate the different components 
of the problem. In business there are usually several factors acting 
together to give a certain situation. The statistical method may be 
employed to isolate one of the factors for study. Such a process may 
be used to determine the probable relationship between the several fac- 
tors, and if a definite relationship, or an approximation thereto can 
be established, much time and effort will be saved. For example, 
suppose it were found that a certain mathematical relationship ob- 
tained between the quantity of sales of certain goods and prices and 
population, or between the quantity of sales and the quantity of ad- 
vertising, then the following would exist: In the first case, the in- 
formation may assist greatly in setting up and checking every budget 
calculation. In the second case, the productivity of the advertising 
may be determined with a fair degree of accuracy. One of the most 
valuable features of this method of research is the finding of fairly 
definite relationships between different classes of data. 

A third step is to provide the proper procedure for assembling the 
required data. The internal data must be reported as promptly as 

^See J. H. Barber, ^'Budgeting Technique,” A. M. A., Ann. Con. Series, No. 51. 
See also standard works on statistical methods. 



ACCOUNTING STATISTICS AS AN AID TO MANAGEMENT 217 

the forecasting program requires. For instance, automobile sales 
of certain manufacturers to consumers are assembled every ten days. 
The several data should be assembled in a standardized way on stand- 
ard forms. This will obviate many difficulties if the procedure is 
adhered to. External data may be secured from many sources ; namely, 
trade associations, government and private agencies. This feature of 
forecasting is treated in Chapter XXIII. 

The fourth step is to foresee the changes that will take place within 
the business due to cyclical changes. This is done largely by studies in 
business cycles, external as well as internal. The business enterprise 
usually purchases goods from and sells goods to others. It is there- 
fore dependent upon others, in a large measure, for its success. If 
research studies can be made to yield valuable information regarding 
the cyclical position of those outside of the business, the plans of a 
particular business may be made with more confidence than formerly. 
For example, suppose that the cycle of a business lags behind the 
Harvard B Curve. The relation of the latter curve to various other 
curves, such as pig iron production, debit to individual accounts out- 
side of New York, etc., may be ascertained. With the aid of this in- 
formation, the position of the firm in relation to its customers, its 
suppliers, and to others may be ascertained. From such a knowledge 
of how the cycle has worked in the past, it is possible to tell one’s posi- 
tion with relation to those with whom it deals. Such information 
gives the executive specific data that apply to his problems. The 
provision against the consequences forecast is a matter for executive 
action. 

The fifth step involves a process of fitting the data together as a 
symmetrical whole. In budgeting, this is known as coordination. 
The forecast studies should be in quantities, or as a physical volume 
index. Statistical forecasts are usually stated in the form of a mathe- 
matical equation with a fixed and one or more variable items. These 
data must be converted into dollars, as of the particular budget period. 
This may be done easily by the use of an index number of the value 
of the dollar. 

The sixth step is to subject the data to actual tests. The important 
question is: Does it work? The limitations of forecasting should 
be understood clearly. The forecast may be based largely upon the 
statistical method which has distinct limitations.^ This method is 

^See Mills, F. C., Statistical Methods, 
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based upon historical data, and a deviation from the average or other 
best guess data is entirely possible in a specific case. In budgeting, 
however, a somewhat wide departure may be made in predicting 
largely from certain statistical data. For this reason budgeting is an 
art; but the artist must know his facts and use sound judgment in 
evaluating his facts. So constructed, the budget is the one best guess. 

The causes for the variations between forecast data and the actual 
data are vital to the perfection of forecasting methods. The under- 
lying data may be corrected so as to permit of a more accurate fore- 
cast. A careful evaluation should be made, also, of the probable 
causes for variations between the budget and the performance. In 
this manner, the expertness of the guess work employed in the budget 
may be tested. For example, the statistical forecast may indicate a 5 per 
cent rise in volume, which may later be confirmed as correct, from 
external sources. The expertness of the guess in setting the volume 
for the budget may be judged from the variations fi'om the confirmed 
volume, or the 5 per cent rise in volume. In a somewhat similar way 
the price factor may be verified in each case. In this way the effective- 
ness of forecasting procedure, the budget, and the performance of the 
enterprise may be verified. That is, the adequacy of the measuring 
stick may be tested and this stick may be used to measure the adequacy 
of performance. 

Fixed and Variable Costs. — One of the most helpful methods to 
ascertain the ''flexibility” of a business is to resolve the various 
"costs” into fixed and variable costs. Fixed costs are those costs which 
remain constant irrespective of the maximum or the minimum business 
secured, while variable costs will vary in some ratio according to varia- 
tions above the minimum amount of business.^ The variable costs 
may be divided into one or more classes, according to variability. 
In practice, it is advisable to set the minimum amount of business low 
enough to emphasize the effect on costs and profits when business is 
slack, and the maximum amount of business high enough to emphasize 
the effects of a boom period. In all cases, it should refer to a period 
in advance. 

Suppose, for example, that a manufai:turer expects to sell a min- 
imum of $1,300,000 during the coming year. He estimates his fixed 
and variable costs as follows: 

^See J. H. Williams, **A Technique for the Chief Executive,” Bulletin of the 
Taylor Society, Vol. VII, No. 2. See also Hilgert, Cost Accounting for Sales, Ch. IV, 
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Items 

Ftxed 

Variable 

Net profits from operation 

$100,000 

.000 

Manufacturing costs 

120,000 

.621 

Sellmg costs 

80,000 

.072 

Management costs 


.007 

Total selling price 

$390,000 

.700 


The accuracy of the above figures may be verified as follows: let y 


equal the total business of $1,300,000. 

Then 

y — .70 y = 

$390,000. 


.30 y = 

$390,000. 

and. 

y = 

$1,300,000. 


Suppose, further, that in securing the maximum amount of business 
which could be expected, the fixed and variable costs are as follows : 


Items 

Net profits from operation 

Manufacturing costs. ... 

Selling costs 

Management costs 

Total selling price 


Fixed 

Variable 

$100,000 

.085 

$120,000 

.601 

$ 80,000 

.103 

$ 90,000 

016 

$390,000 

.805 


To satisfy this equation the sales would be $2,000,000. If the sales 
amount to $1,500,000, what should the profits be? The profits would 
depend upon the type of curve connecting the two points. If the data 
conform to a straight line, the profit at intermediate points may be 
determined by means of a chart. 

In practice, however, variable expenses are not usually constant, 
irrespective of the amount of business. Manufacturing costs may, 
and usually do, decrease within certain limits as production increases. 
After a certain amount of business is secured, the costs may tend to 
rise. A mathematical equation may be secured to represent these tend- 
encies under given conditions and to serve as a guide in setting prices 
and in controlling costs. 

The Profits’ Point. — It is often desirable to know the amount of 
business that must be secured at certain prices, costs, and profits in 
order to “break even.” This is known as the profits point. In the 
preceding illustrations, the amount of sales was determined which 
would fulfill the costs and the profits requirements. If the net profits 
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from operation be eliminated from the equation, the profits point may 
be determined. The fixed selling costs would be $290,000 and the 
variable selling costs, in the first case, .7 y. The profits point may 
then be found at $966,666.67 ($290,000 30% X 100) . At the max- 

imum sales of $2,000,000 the variable cost amounted to 72 per cent. 
In this case, the break-even point would fall at $1,035,714.28 ($290,- 
000-^28% X 100). The profits point for any particular volume 
of sales and costs may be determined in like manner. 

Index ^Numbers. — A variety of methods have been employed in 
the construction of index numbers.^ Internal and external business 
data must be studied by means of index numbers, if they are to be 
understood properly. Quantitative data, in a sizable concern, can 
usually be studied best by means of index numbers. This is true also 
of prices. Prices are quoted on the customary units of trade, and 
when a concern sells hundreds of different kinds of commodities, the 
analysis and the interpretation of the units and prices would be an 
impossible task. If, however, the several units could be expressed in 
terms of an index number, the data may be understood easily and 
interpreted properly. 

As may be suspected, there is no uniform method that can be used 
in the construction of index numbers. Each concern must select the 
type of index which seems to serve its purpose best. Where a va- 
riety of lines of products is dealt in, it is usually advisable to have 
an index of units and of amounts, or of prices, and of amounts by 
lines of products. The several data may then be combined into a 
general-purpose index. This index may be used to analyze and inter- 
pret the broad features of the business, such as balance sheets and 
operating statements. It may be used also as a barometer for meas- 
uring changes within the business as compared with changes outside 
of the business. This may be used for prices and for production. In 
this manner, the business may ascertain its position in relation to 
others at frequent intervals Suppose, for example, that research 
studies indicate that the price of commodities in the industry or trade 
in which a particular concern is engaged has a three months' lag behind 
some recognized index number, such as that of the Bureau of Labor 
Statistics, Federal Reserve Board, etc. This may place a powerful 
tool in the hands of management for the effective control of its oper- 
ations. 

^ See F. C Mills, Statistical Methods, Chs. VI and IX, and references therein. 
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The study of general business conditions has done much to explain 
the workings of the price system, but before individual enterprises can 
benefit consistently from such information, they must know their 
relation to general and to specific industries, and with particular refer- 
ence to those with whom they deal. Index numbers of quantities 
and prices will do much to enable the individual enterprise to control 
its operations wisely. Without proper index numbers it is almost 
impossible to ascertain the true position of an enterprise in relation to 
its customers and the general public. The subject is, hgwever, too 
broad to receive further discussion here. 

Standard Costs as an Aid to Statistics. — Standard costs make 
possible the preparation of valuable statistical data relative to costs. 
Statistical analyses of standard costs may do much to help the man- 
agement to see that the proper relationship exists between costs and 
prices. The application of standard costs to internal statistical prob- 
lems brings order out of chaos. The basic data with which such sta- 
tistics deal are made relatively stable, and they rest upon a more secure 
foundation than is usually obtained where retrospective costs are em- 
ployed. 

The various standard cost data may be combined easily by sta- 
tistical methods. Units and prices are requisites to standard costs and 
proper statistics. Standard costs secure these data in a satisfactory 
manner for statistical analysis. Of course, cases may be found where 
a particular method may be employed which will not secure reliable 
results. It is assumed that the proper research has been done before 
methods are put into operation. Few, if any, management tools are 
fool-proof, but most of them are relatively simple to the adept. 

Flexible Budgets. — A study of the fixed and the variable costs 
may lead to a satisfactory basis for the control of an enterprise. The 
key to this type of budget may be the amount of sales, for example. 
Suppose that the following conditions obtain in a concern : 


Items Sales Profits Costs 

Maximum.... $2,000,000 $ 70,000 $1,830,000 

Minimum........... 1,300,000 100,000 1,200,000 


Difference $ 700,000 $ 70,000 $ 630,000 


The variable cost is go per cent (630,000 -r- 700,000) . The fixed cost 
may be determined as follows : 
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Items Minimum 

Sales $1,300,000 

Per cent of variable cost .90 


Maximum 

$2,000,000 

.90 


Amount of variable cost $1,170, 000 

Total cost, as above i , 200 , 000 


$1,800,000 
I , 830 , 000 


Fixed cost. 


30,000 $ 30,000 


If the sales for the period amount to $1,500,000, then the costs would 
be $1,380,000 (90 per cent of sales plus $30,000) and the profits 
would be $120,000 (or 10 per cent of the sales less $30,000). 

In the illustration above, costs include all items that enter into 
net profits from operation, with the exception of sales. This item 
of cost may be analyzed into manufacturing costs, selling costs, or 
expenses and management costs. The equation may be determined 
for each cost item. If costs are determined at three or more points, 
a curve may be fitted to these points and the equation determined for 
the purpose of ascertaining the intermediate values. Such equations 
may serve to indicate the point of greatest profit. This may be done 
also by computing the various costs at several points; e,g., for each 
increase of $100,000 of sales, and plotting the data. The diagram 
may serve as a mental picture of what will take place under given 
conditions. 

If, in the preceding illustration, we assume that the total cost and 
profits conform to a straight line, which they would, then we have 
an increase of 30 per cent (100 — 70) for each dollar of sales. The 
percentage, however, does not increase at an arithmetic rate, but at a 
geometric rate. This is the important thing to understand. At the 
maximum sales the variable percentage is 80.5 per cent of the sales, 
while the profits compose 8.5 per cent of this amount, which shows 
that the variable cost percentage increased 2 per cent (72 — 70). 
Thus, while the cost percentage has increased 2 per cent, the profit 
percentage has increased 8.5 per cent. This may be used to emphasize 
the profitableness of the several increments of $100,000 of sales. ^ If 
concessions are made to secure the last $100,000 of sales it would, 
of course, affect the calculation, but this may serve as a check against 
price concessions that unduly affect the profits margin. 

^ See D. S. Kimball, “Minimum- Cost Point in Manufacturing,” Manufacturing 
Industries, January, 1927, pp. 22-24. 



CHAPTER XIV 


ACCOUNTING AS AN AID TO THE MANAGER OF 
MARKETING 

Marketing Defined. — Possibly the easiest way to define market- 
ing is to say that it is composed of those activities which have to do 
with publicity and selling. This viewpoint is, of course, that of the 
individual enterprise. Several phases of publicity and selling will be 
treated in the two following chapters. The broader phases of the 
subject are treated in the present chapter. 

Organization. — There are so many functions and such close inter- 
relations in a business organization that it is quite essential to proper 
organization to have the minor functions of the business grouped into 
major functions. The idea of expecting the chief executive to deal 
directly with every phase of the work within a business has long been 
abandoned in the practice of many sizable concerns. Some writers, 
however, still emphasize the importance of functionalizing a business 
in such manner that the chief executive must deal directly with as 
many departments as have received recognition in the organization. 

The marketing function is a major function of every enterprise. 
It is a function which requires more attention in some businesses 
than in others. In order to have continuity of effort the two main 
phases of marketing must be in accord. Possibly the best way that 
this may be accomplished is by the combination of these phases under 
the direction of a manager of marketing. In a small organization, 
the chief executive may perform this function; however, it is not his 
function in a well-organized business. 

Figure 19 shows the major organization chart of the marketing 
phase of an enterprise. The chief executive, as the head of the or- 
ganization, depends upon the manager of marketing to coordinate 
the functions of marketing. For purposes of convenience, these func- 
tions have been shown in this chart, in terms of the organization, 
as the sales manager and the publicity manager. The manager of 
marketing ''weighs’' the activities under his direction, and the chief 

223 



224 ACCOUNTING FOR EXECUTIVE CONTROL 

executive ‘Veighs” the activities of this major function in conjunc- 
tion with the other major functions of the business. 

The manager of marketing should be assisted by such a staff and 
such other employees as he may require to carry his functions into 
operation. Mr. Dennison has pointed out the advantage of merchan- 
dise managers to assist in this work. He says : 

Over a period of years, the task of merchandising has been found to con- 
sist of four elements. These are: 

I. The stpdy of the merchandise relative to: 

a. Creating new merchandise 

b. Finding new uses for standard merchandise and 



Figure 19. Organization for Marketing Control. 


c. Watching the trend of the market, particularly to avoid the reten- 
tion of items that give indication of becoming obsolete. 

2. The study of the merchandise relative to estimating the amount of pro- 
duction necessary to meet the market requirements at different seasons 
and periods. 

3. The study of the merchandise relative to making price estimates on spe- 
cial merchandise and to making changes in list prices of stock mer- 
chandise. 

4. The study to make each line of merchandise of continuing interest to the 
selling organization. 

To carry on this job of merchandising calls for a very special set of qualities. 
The successful merchandiser must have analytical power of no mean order. 
His analytical power must be buttressed by an exhaustive knowledge of the 
goods he is merchandising and a working knowledge of the business of many 
other people who may use the goods. Not only must the merchandiser have a 
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background of facts, but he must, as coordinator between factory men and sales 
department, be able to put his deductions from these facts before a great many 
different sorts of people. This is a teaching problem calling for both patience 
and resourcefulness. This means, too, that while the merchandiser has his head- 
quarters at the factory, a great deal of time must be spent in traveling, so that 
he always has a direct contact with marketing conditions. 

More than all else, the merchandiser must have and use constructive imagina- 
tion. If he only piles up trade facts he becomes pedantic. If he is only im- 
aginative he may be foolish. But by applying imagination to the facts of his 
merchandise and keeping in mind the total situation, he builds a solid basis for 
successful merchandising.^ 

That organization has six merchandise managers, each responsible 
for the merchandising of a line of commodities. 

The Functions. of the Manager of Marketing. — The principal 
functions of the manager of marketing may be classified as follows : 

1. A director and a coordinator of the marketing activities, 

2. A student of markets and marketing methods. 

3. A counselor of the minor departments under his direction, 
and 

4. A member of such committees as affect marketing. 

Each of these functions will be discussed briefly. 

The chief reason for having a manager of marketing is for the 
purpose of coordinating and directing the broad functions of mar- 
keting. The marketing function is one of the major functions of a 
business and unless it be headed by a manager of marketing, the prin- 
cipal minor functions of marketing must be dealt with by the chief 
executive or by some other official. If the work is not treated as a 
whole, there are grave probabilities that its effectiveness will fall short 
of possible attainment. Every business of any magnitude can testify to 
the losses that occur because of a lack of coordination in the mar- 
keting functions as well as other major functions. A number of 
enterprises have failed for no other reason than that the sales and* 
the publicity functions were out of ‘Tune'" with each other. Much 
wasted effort has been expended because of the failure of the sales 
and the publicity departments to appreciate each other's problems and 
to cooperate in their solution. The general principle of organization 
may be stated as follows : the highest management efficiency is obtained 
by functionalizing the duties of the executives along horizontal and 
along vertical lines. This means that the highest efficiency will be 
obtained only where the horizontal structure of the organization is 
^Bulletin of the Taylor Society, Vol. XII, pp, 526-527. 
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properly coordinated by a vertical structure. The minor functions of 
a business should follow a horizontal analysis, while the major func- 
tions should follow along vertical lines. Mr. H. A. Fountain^ thinks 
that there should be three and only three levels of responsibility. Such 
a structure has many advantages. The limitation to three levels, how- 
ever, may not be necessary or desirable in many cases. 

During the last few years considerable attention has been paid to 
the study of markets and marketing methods. The study of markets 
is largely a^ study of goods and of prices. The study of marketing 
methods deals with the ways and means of creating an effective desire 
for goods and of securing distribution to consumers. The marketing 
problem should be attacked as a whole, if the most effective results are 
to be secured. Marketing strategy cannot be successful along the lines 
of battle strategy for which Napoleon is famous. His idea was to 
divide the enemy into a number of parts, then conquer each separate 
part. It does not appear that a study of markets as a semi-isolated 
problem could be as effective as if it gave due consideration to mar- 
keting methods and to other marketing and business factors. Pub- 
licity is a vital factor in selling. To divorce the two is to court failure. 

The manager of marketing, as an executive, performs an important 
function in providing a source where the minor executives can secure 
sympathetic and intelligent counsel. The minor executives ‘'try out'^ 
their ideas on the major executives, and in this way they become more 
tangible, better considered, and more practicable. The major execu- 
tive and his staff have more time to devote to the detailed consideration 
of matters which may come to the attention of minor executives. 
He should be a source of inspiration to the minor executives. His 
fact-finding approach to their problems will do much to foster the 
right relations between them. 

A number of businesses have found that some of their work can 
be done best by a committee. This is particularly true where the 
work to be accomplished involves two or more major functions, or 
two or more of their individual functions. Thus, a complex question 
involving advertising and selling may also involve procurement, per- 
sonnel, and finance. To cope with such problems, a committee may 
be formed in order to bring together specialists in the several fields for 
the purpose of securing a solution which may be more satisfactory 
than may be obtained without such balanced knowledge. 

^Treasurer, the Ohio Public Service Co., in “Departmentalizing Management 
Organization Structures,^’ Americm Management Association, 1928. 
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Accounting Tools for Marketing Control. — There are two 
general types of accounting tools for the use of the manager of mar- 
keting in the control of an enterprise. These are (i) the budget, and 
(2) performance reports. There are a considerable number of phases 
of each of these means of control, the chief of which were set forth in 
Part III. The special features of these tools, as they are related to 
marketing, form the major subject for discussion in Part IV. 

It should be observed that there are many different phases to each 
of the accounting tools used in the control of marketing. Whether 
or not the best methods are used to carry out the work in the most 
economical manner is subject to check only by expert opinion. The 
particular methods of attaining a given end is of major importance, 
in many cases. In practice, too often no attention is paid to the ex- 
perience of others or in following as scientific a procedure as may 
be necessary to secure the best results. Competition is exceedingly 
slow in weeding out the less efficient methods. The new and the old 
exist side by side. Often the old is continued far beyond its useful- 
ness because of a lack of definite knowledge as to the true difference 
in economy between the new and the old. Changes in marketing man- 
agement are exceedingly slow, and at least a generation behind the 
best practice in manufacturing management. The adoption of the 
science of management in marketing by a number of leading concerns 
is of recent origin. For the most part, it appears that the advertising 
agencies are largely responsible for this change. The proper use of 
accounting tools will do much to hasten the science of management in 
marketing. 

Marketing Research. — Several forms of research underlie the 
science of marketing. In general, marketing research consists, on the 
one hand, of a scientific analysis of buying power, habits, traditions, 
customs, prejudices, and the effective desire of consumers for goods. 
On the other hand, it seeks a thorough analysis of the product, methods 
of distribution, and channels through which it can be effected, costs 
of distribution, kinds and extent of distribution, and price studies of 
particular goods. In all cases the studies are made for the purpose 
of ‘'prediction.'' Classified along broad functional lines, marketing re- 
search may be said to be composed of research in selling, publicity, 
and their interrelations. 

The study of the business cycle, the budget, and advertising has 
done much to emphasize the necessity for careful market research. 
Several concerns have been able to offset many of the wastes of the 
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business cycle by careful market research. The Dennison Manufac- 
turing Company, for example, released new products during a de- 
pression and succeeded in stabilizing their business. The usefulness 
of the budget as a management tool has emphasized the necessity for 
market research to ascertain the probable correctness of the budget. It 
was soon realized that since the budget is based on the future, a good 
knowledge of what will happen in the future is very desirable. This 
pointed immediately to marketing research for the purpose of ascer- 
taining a ba^is for the budget. The desire to secure a wide distribution 
of goods led to advertising. The advertising specialists have realized 
that much money can be wasted in advertising. In order to get better 
results from advertising they have taken steps to provide marketing 
research first, and on the basis of the findings the advertising cam- 
paign is planned. 

There are many forces, other than the ones discussed above, that 
are at work to focus attention on marketing research. Some of these 
are: to determine the sales and the advertising possibilities of prod- 
ucts; to improve the product from the marketing viewpoint; to find 
products which will lend themselves best to the desires of a stratum of 
population which can be reached most easily with the means at hand. 
Since marketing research is basic in many phases of management, the 
subject will be treated specifically at a number of points. 

Marketing Forecast. — The basis for operation of any business 
is that of the market forecast. In practice, it is often said that the 
sales budget is the basis for operation. This is, however, likely to 
be misleading because a great deal more than the sales should be con- 
sidered before a basis for action is established. The term '"merchan- 
dise budget’' would be more appropriate than "sales budget" because 
merchandising takes into consideration not only sales but also the 
questions of gross and net profits margins, as well as many other ques- 
tions. This term does not seem to indicate the true nature of the basis 
for forecasting as does the term "marketing forecast." The market- 
ing forecast should give due consideration to the following factors : 

(1) The gross and tlie net profits policies of the individual 
enterprise, 

(2) The policies of the firm which may affect publicity, sell- 
ing, finance, and other general policies of the business. 

(3) The prices for which particular commodities can be sold 
during a specified period. 
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(4) The analysis of selling and publicity costs into units, 
prices, and amounts, by groups or by individual products, 
and, 

(5) The gross and the net profits margin that may be ob- 
tained on certain quantities of specified goods. 

A brief discussion of each of the above factors may serve to empha- 
size the importance of a proper consideration of the market forecast. 

Gross and Net Profits Policies. — A wise marketing plan should 
reflect the gross and the net profits policies of the enterprise. Few 
enterprises, it is true, have fairly definite policies regarding gross 
profits. The point is, however, of considerable importance. For ex- 
ample, a wisely managed department store segregates the different com- 
modities so that a standard mark-up on the cost of commodities in a 
department will yield the desired net rate of return. The commodi- 
ties must have cost about the same, if a standard mark-up is not 
maintained, or the inventory taken by the retail method will not be 
a satisfactory check upon the cost of the merchandise. Again, a 
commodity which would have to bear a high gross profit, because of a 
high marketing cost, may not be undesirable from the viewpoint -of 
a given enterprise. It may serve easily to class the business as a 
^'high-priced” concern. Where the sales price is practically uniform, 
this criticism is less likely to obtain. Considerable progress has been 
made during the last few years in stabilizing the percentage of gross 
profits on particular classes of goods. A maximum and a minimum 
gross and net profits policy on particular commodities may do much 
to eliminate "undesirable” goods and to protect the profits margin. 

The marketing forecast must give due consideration to the net 
profits margin. This emphasizes the necessity for unit costs. It is 
not to be inferred that every item must yield an amount for net profits 
based on average marketing costs. Many articles are almost invariably 
sold at a loss in some businesses, if marketing costs be based on ac- 
counting averages. For example, staple groceries, such as flour, sugar, 
butter, and eggs, are said to amount to between 40 per cent and 60 per 
cent of retail grocers' sales. Usually the spread between merchandise 
cost and sales price does not allow for marketing costs and no profit 
is received, if these calculations be based on general averages. From 
the viewpoint of fair prices and fair profits, all commodities do not have 
to bear the same profits relationships. The object should be to give 
consumers the biggest and best assortment of goods for their money 
that is consistent with a fair profit, after ‘due consideration of unit 
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total costs and other factors. It may be well to emphasize here, that 
while retrospective cost accounting usually tends to consider an aver- 
age ''actuah’ selling cost for all commodities, this is neither a '‘reason- 
able” nor a socially desirable basis for fixing sales prices. 

In fixing prices, a standard cost, standard expenses, and a standard 
profit must be considered for each article. The fact that an article 
bears a greater or a less marketing cost, or a greater or less profit than 
an average cost or profit for an enterprise does not affect its reasonable- 
ness nor it^ fairness. Ivey says : “A fair price directs the flow of 
wealth in directions which are socially desirable.” ^ 

^'Average cost” and "average net profit” should serve as a check 
upon the higher and the lower limits in marketing operations. It is not 
likely that the standard marketing cost and profits for any item will be 
the same as the average costs or profits for the business. From this it 
will appear that the staple groceries may be priced so as to yield a 
satisfactory and fair profit even though the average "mark-up” is less 
than enough to pay for "average costs.” The volume of the staple 
grocery sales is high, and this lessens the percentage cost of doing 
business on 'the whole of the sales. A simple illustration may serve 
to emphasize the importance of a truth which is too often overlooked. 
In Table 23 are shown three groups of commodities with a statement of 

TABLE 23 

The Determination of Pair Costs and Profits 


Group 3 Group 2 Group i Total 

Items % A mount % Amount % Amount % Amount 

Sales 100 $5000 100 $10,000 100 $15,000 100 $30,000 

Cost of sales 60 3000 70 7,000 80 12,000 73.4 22,000 


Gross profit 40 $ 2000 30 $3,000 20 $3,000 26.6 $ 8,000 

Selling costs 
Management costs 
General costs 

Sub-total 20 . $ 6 , 000 


Profits 6.6 $ 1, 000 


the net profit. The gross profits relation to sales by groups are as 
follows: Group i, 20%; Group 2, 30%; Group 3, 40%. If the 
"overhead costs” be distributed on the basis of the sales. Group i 
would appear to be sold on a "no profits” basis. If, however, the 
fixed expenses amount to $3,000 plus 10 per cent of the sales, it will be 
observed that Group i earned one-half of the profit. If the fixed ex- 
Principles of Marketing, p. 229. 
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penses are $5, 000 for the first $20,000 of sales and 10 per cent for all 
sales above that amount, then without Group i no profit could be 
earned. Such calculations may serve to help decide the assortment of 
profit margins, but the consideration should always be given to evalua- 
tions which will secure for the consumer a large and socially desirable 
^ssortnient of goods for his purchasing power. For obvious reasons, 
too, a “full line’^ must be carried in stock. From the standpoint of 
individual commodities -and individual firms, this means that re- 
search studies in prices, costs, and profits are essential to sound social 
and economic service, which are vital to the continued success of a 
business enterprise. 

Effect of General Policies on the Marketing Forecast. — The 

marketing forecast should give ample consideration to the general poli- 
cies of the concern at the outset. The financial position of many busi- 
nesses is such that this phase of administration and management 
must be the governing feature. An advertising campaign may offer 
very promising possibilities, but the finances of the firm may not permit 
of the necessary outlay of funds. Several firms have become bank- 
rupt because they were not able financially to manufacture and sell 
the commodities for which a demand had been created by extensive 
advertising. 

If the concern can finance the improvements and plans that may be 
drawn, then the important question is that of ways and means for 
accomplishing the desired results. 

The Price Forecast. — Price studies are basic to marketing re- 
search, and marketing research is basic to marketing control. The 
basis of the price forecast is the study of the several factors which 
affect price, such as quantity, quality, purchasing power, desire for 
the goods, profit ideals, cost of goods, cost of marketing, comparative 
value of competitive goods, and, in some cases, other special factors. 
Thus the study of prices involves other closely dependent problems. 

The forecasting of prices is made difficult because of several fac- 
tors which affect price. Usually, for purposes of convenience, the sev- 
eral factors are resolved into two factors ; namely, quantity and price. 
In some cases one factor is held practically constant wffiile the other 
factor fluctuates. For example, prices may be fixed, then the other 
factors will affect quantities. But prices may not be set intelligently 
without reference to quantities. In practice, prices are fixed in a 
variety of ways. The usual explanation is that they are fixed by “sup- 
ply and demand.’’ Such an explanation takes much for granted and 
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leaves much to be desired. In modern business the forces of “supply 
and of demand’' do not work as they are supposed to. For example, 
the price of crude oil and its constituent products are determined by 
“supply and by demand,” according to the usual type of economic 
analysis. The “cost of production,” under this kind of analysis, is 
supposed to set prices “in the long run.” Statistics show, howevef, 
that more money has been spent in “prospecting” for oil, for ex- 
ample, than the product has been sold for. If the manufacturing and 
marketing; cost be added, it appears that the constituents of oil have 
been sold at a large net loss, periodically, as well as over a long period 
of years.^ Other illustrations could be cited, if space permitted, which 
would show, as does the above illustration, that the usual explanation 
of prices is not applicable to modern business. 

How, then, are prices determined? There is no general answer 
to this question. That is why price studies are essential to sound busi- 
ness strategy. The forces at work on specific prices undergo changes 
from month to month. Many of these forces are capable of adminis- 
trative and of executive control. For example, advertising can be a 
vital force in causing a product which has had little use to become a 
necessity for millions of people. Breakfast foods, matches, bathtubs, 
toothpaste, cleaning powder, automobiles, and electric lights are only 
a few examples. Other illustrations may be found in every field of 
management, as shown at interrelated points in this treatise. 

The price forecast for individual commodities resolves itself into 
a predetermination of the quantity of goods that can be sold at given 
prices during a given period in advance. Accounting methods of the 
highest type are necessary to aid management in this task. The sta- 
tistical method, external and internal statistics, and other generally 
recognized branches of science, as well as other branches of learning, 
are often essential to solve the problem satisfactorily. A fundamental 

^ The truth of this may be gleaned from the following type of analysis : take the 
capital stock issued to oil companies incorporated in Texas, Oklahoma, Lbuisiana, 
Arkansas, Kansas, Montana, Pennsylvania, West Virginia, California, New Jersey 
and Delaware, from 1910 to 1928, inclusive, and correct this for inter-company hold- 
ings in the well known concerns. This total represents **: = in corporations. 

Any errors which may be made by this process will be v‘ • p ■'}■«’' .r by the billions 
of dollars spent in prospecting by persons other than corporations. The other side 
of the picture may be secured from data regarding production, as published by the 
Department of Commerce. For ease in computations, the weighted average price of 
crude oil may be used. Refinements in method lead to the same general conclusions, 
that is, that money is sunk for the chance of a prijse, which so often fails to materialize. 
It is estimated that the public speculated in oil prospecting to the extent of three 
billions of dollars in 1919 and that five hundred millions of dollars would have paid 
for all the drilling done. The Department of Commerce estimates that the value of 
the oil produced in 1919 was only seven hundred and sixty millions of dollars. .. 
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approach to the problem may be through an analysis of costs and 
profits, to which attention will be directed. 

The Analysis and Forecast of Cost. — In the analysis and fore- 
cast of cost many interrelated problems must be dealt with. For pur- 
poses of analysis, costs may be divided into the following: 

( 1 ) Procurement cost. 

(2) Marketing cost 

To determine net profit from operation, no hair-splitting definitions 
are required for the purposes of segregating all cost items into these 
two classes. It is intended, however, that procurement cost include all 
costs up to the time the goods are ready for market. Marketing cost 
includes all other than procurement cost. This is not in agreement 
with previous or with subsequent classifications, but is used because 
it seems simpler for the present purpose. 

Procurement Cost. — Many enterprises compute a procurement 
cost, or some other '"cost,’" to serve as a base in computing sales price. 
Such a base serves a very important purpose in the analysis of prices. 
A clear analysis of procurement costs may serve a very useful purpose 
in a price study. This analysis should provide a ^'direct'’ and an '‘in- 
direct’’ procurement cost for each commodity. Each item should be 
stated in terms of a standard, if possible. A definite amount for 
each of these items should enter into a comprehensive price study. 

Before procurement costs can be determined, many cost factors 
must be considered. These factors are treated in the chapters on 
cost accounting, procurement control, and other interrelated points. 
For this reason, no further consideration can be given to this sub- 
ject here. 

In many cases the cost approach to the study of prices may seem 
to be blocked because it is not possible to state the cost of a particular 
commodity. It should be understood, however, that cost is here under- 
stood to mean cost determined by standard cost methods, or by the 
science of and the art of “merchandising cost computation.” This is 
discussed below. In modern industry, cost determination is largely a 
matter of expert opinion, as indicated in Chapters IX and XL 

Marketing Cost. — Marketing costs are usually an important item 
in a price study. All cost studies should relate to specific and to practi- 
cal conditions. In marketing the problem may be approached in some- 
what the following way : given a certain group of commodities, what 
will it cost to market given quantities of these commodities at given 
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prices in a given time? The determination of fixed and variable costs 
will do much to aid in price studies. If an article will require special 
marketing cost, as direct selling, direct advertising, or other direct 
costs, these costs should be segregated according to services and com- 
modities. Cost analyses by departments, by territories, by methods 
of marketing, and by other classifications may assist greatly in the 
analysis. The particular analysis desired will depend upon the pur- 
pose for which it is to be used. 

It shotild be emphasized that marketing costs, like procurement 
costs, should be determined largely by merchandising cost computa- 
tions. That is, the marketing cost of a number of different commodi- 
ties should not be computed on the basis of general averages. Due 
consideration should be given to the social value of different goods, so 
that the marketing cost of commodities may be said to reflect an 
index of social value. In practice, the shrewd merchandiser may be 
said to ‘ 'distribute’’ his marketing costs on the basis of the salability 
of goods. In other words, his percentage mark-up is governed largely 
by the salability of the article. He also eliminates as many of the 
low profit articles as conditions seem to warrant. The principal factors 
which affect salability were enumerated under the "price forecast.” 

What has been said about the marketing forecast, to this point, 
has been largely of an introductory nature. The principal study of 
prices is focused in a study of gross and of net profits from operation. 

The Forecast of Gross and of Net Profits from Operation. — 
In accordance with the definitions used above, the net profit from oper- 
ation may be determined as follows : 


Sales $00,000 

Less : procurement cost oo , ooo 


Equals : gross profit $oo , ooo 

Less : marketing cost oo , ooo 


Equals : net profit from operation $oo , ooo 

Other income and other expense, net o , ooo 

Equals : net profit $oo , ooo 

The manager of marketing is interested in the average spread be- 
tween the gross and the net profits from operation, and it is in this 
light that he should study merchandising plans. In the 'study of in- 
dividual prices, the manager of marketing, or a merchandise manager 
under his direction, must have some method of evaluating the various 
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classes of goods for the purpose of setting dieir sales price. Here, 
general averages of gross and of net operating profit serve only as a 
guide for fixing the upper and the lower limits of prices. It has little, 
if any, use in setting individual prices. 

A rational study of commodities and the forecast of prices re- 
solves itself into questions of merchandising cost computations. In 
practice, the problem must be attacked largely from the viewpoint of 
the individual enterprise, but a study of an industry, in relation to 
other industries, may be the most satisfactory solution to •particular 
price studies. The present discussion will be limited to the viewpoint 
of the individual enterprise. It may be desirable to acknowledge that 
the basis of this discussion is founded not upon ^^general practice,’' 
if there be any, but upon the science, art, and the. philosophy of man- 
agement, as set forth in this treatise, and practiced more or less con- 
sistently by a number of businesses that are considered to be man- 
aged well. 

The subject may be understood more easily if it be approached from 
the viewpoint of a finn that manufactures and sells a single commodity. 
Research studies should develop a forecast of standards for each of 
the following: procurement cost, marketing cost, and the volume of 
commodities that can be sold at given prices. Each forecast should 
be stated in units and prices and analyzed into minor subdivisions. The 
fixed and the variable net profits from operation may be determined 
by research studies and administrative standards. From these factors, 
the sales forecast and the forecast of gross and of net profits from 
operation may be made. The ways and means by which research 
studies may be used to assist in this forecast are to be found at various 
points in this treatise. 

Where a concern procures and markets many commodities, the 
forecast of procurement, marketing costs, and the volume and prices 
for which individual commodities can be sold is more complex. In a 
complicated case, the commodities may be grouped in such a manner 
that a given percentage mark-up will yield a satisfactory gross profit. 
Commodities can be grouped so that their salability and their social 
value will be of somewhat similar character. This emphasizes the 
importance of different concerns classifying similar products in a 
uniform manner and the use of a standard mark-up percentage. The 
same problem may be attacked by having a uniform mark-up to apply 
to individual products. 
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The forecast of gross and of net profits from operation can be 
made best by the use of internal statistical and other accounting data. 
Such information furnishes a basis for the study and formulation of 
the merchandise plan. The classification of commodities and the se- 
lection of the percentage mark-up required to yield a stated return, 
is a subject for research and merchandising cost computations. The 
individual articles which compose a group of commodities must be 
studied individually and in relation to the group. In this study, the 
accounting data developed may be of considerable value to manage- 
ment in merchandising cost computations. In other words, these data 
may be used by management to select the particular commodities that 
are to be sold, and in pricing them so as to earn a fair return upon 
the investment and to secure for the consumer a proper assortment of 
commodities for his money. A study of the commodities to be mar- 
keted in this manner will enable the manager of marketing and the 
other executives and the administrators to arrive at a forecast for 
gross and net profits from operation. 

The Marketing Budget. — The basis for the marketing budget 
is the marketing forecast. It must be preceded by a study in mer- 
chandising and in merchandising cost computations. The marketing 
budget is a definite plan for action and is based upon the merchandis- 
ing study and the marketing forecast. From the functional view- 
point, as developed herein, the merchandise budget is a consolidation 
of the sales and the publicity budgets. These budgets are treated in 
the two following chapters. 

Reports for the Manager of Marketing — In the performance 
of his duties the manager of marketing will require many reports. 
The exact nature of these reports will depend upon the requirements 
of the particular case. There are, however, certain reports which are 
common to every business that the manager of marketing requires. 
They may be classified as follows : 

General Type of Report 
Iterns Budget Performance 

Sales “ ** 

Cost of sales 

Sales expense or cost ‘‘ “ 

Advertising expense or cost “ ** 

Administrative and management costs * * “ 

In each case the report will be somewhat different from reports 
rendered to the sales or the publicity manager. The point of departure 
should be along the line of emphasis. The manager of marketing is not 
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interested, for example, in the performance of individual salesmen. 
That is not his function. He is interested in marketing forecasts, 
budgets, merchandise studies, performance reports, comparisons of 
performance and budgets, and causes for variation between them. 
These reports should be analyzed in terms of the organization so as 
to enable him to appraise performance in the light of pertinent stand- 
ards for the individual organization units under his direction. 

The manager of marketing is vitally interested in several phases 
of every department in the organization because they affect ][jiarketing. 
The cost of goods sold, the cost of selling, of advertising, of adminis- 
tration, of management, and of general costs are vital factors to him. 
This is true for budgets as well as for performance. A well-rounded 
knowledge of the several functions are necessary for the economical 
and wise management of the marketing function. For example, a 
manager who is not well versed in the financial status of the concern 
may cause it serious embarrassment by encouraging unwdse expansion, 
unwise competition, and by many other w^ays. The technical part of 
the work of each function, however, is a matter for each function 
to handle. This enables the manager of marketing to secure reports 
which are ample for his purpose. The major part of these reports 
are embodied in the budget, or are related to it. 

The Reports of the Manager of Marketing. — Accounting is not 
only used for rendering reports to administrators, managers, and 
others, but it is also used by them in rendering reports to one another 
and to the business. The proposed budget is a conspicuous example. 
In general, the controller is the principal source for the rendering of 
accounting reports. The manager of marketing, however, renders a 
valuable accounting report in the form of a marketing budget. In 
general, the accounting reports rendered by the manager of marketing 
have to do with the budget or with proposed marketing budgets. 

Accounting to Aid in Marketing. — ^Up to this point the treat- 
ment has been along the more general phases of accounting to aid man- 
agement in marketing. The heart of the question, however, lies deep 
beneath the surface of budgets, general balance sheets, and profit and 
loss statements. The scientific method must be used to attack the 
problems of marketing if a proper understanding is to be had of such 
problems. The end and aim of such studies is to find ways and means 
by the application of which goods and services may be provided at a 
minimum price. This must be done by research and study and the 
application of management action to secure the results indicated. 
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The larger phases of the subject will be treated under the following 
interdependent headings : 

a. Best channels for selling particular goods. 

b. Which goods need special salesmen. 

c. Which goods can be sold best in groups by a salesman. 

d. What combination of articles and services will secure the 
largest profit. 

e. What effect has the location of merchandise in the ‘"store” 
upon the sales, prices, costs, and profits. 

f. What proportions of merchandising effort will secure the 
best results. 

The first three questions are closely interrelated with sales management 
and will be developed in the following chapter. 

Before proceeding to the subject proper it is essential to differ- 
entiate between “cost accounting” and “expense accounting.” The 
term “cost accounting” is used to cover a variety of ideas of cost 
computations. Much of the “cost accounting” is plain “expense ac- 
counting.” That is, particular expenditures for labor and materials are 
added to overhead expenditures to find the “actual cost.” A very dif- 
ferent idea of cost accounting was referred to previously as “merchan- 
dising cost computations.” This type of accounting is basically differ- 
ent from “expense accounting.” It refers to future costs. It is 
primarily interested in what the profits are likely to be under different 
plans to which the management could adjust itself if the proper action 
were taken. The viewpoint of cost accounting is “prospective” while 
the viewpoint of expense accounting is “retrospective.” The steps 
taken for the solution of the problems are likewise very different. The 
procedure used in “expense accounting” is often one based on prec- 
edent and one to which little constructive thought has been given. 
To illustrate: unit costs in factories may be computed, when what 
is needed for better executive control is “costs in terms of economic 
lot sizes ” In the marketing field, cost may likewise be computed 
on a unit basis when what is needed for executive control is cost in 
terms of the unit of service, or of the economic lot size, or of the 
balanced lot, or some other basis. More than one basis may be neces- 
sary to emphasize salient points. In viewing costs from a prospective 
point of view, the merchandising cost computations are not very likely 
to become stilted. 
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Merchandise Combinations to Secure Largest Profit. — The 
business man is prone to add more departments, more products, and 
various classes and degrees of expansion without attempting to dis- 
cover, by appropriate research, the most profitable combination of 
articles. Merchandising cost computations, it appears, are carried on 
in the minds of executives. The usual records and reports which the 
executive receives are designed to show the financial results of a large 
miscellaneous group or groups of transactions. The result is that no 
comprehensive cost accounting is done. In many cases, e:jvpense ac- 
counting is employed to determine financial results. The expenses of 
an enterprise may be distributed to the several departments so as to 
determine the profit by departments. Expense accounting, however, 
is usually a poor tool for executive action. The classification of items 
in the profit and loss statement ignores “the” important requirement 
— an adequate knowledge of the individual items which entered into 
the general average. Research and further analysis are necessary. 

A study in merchandising cannot proceed far until consideration 
is given to the customer. The location and the requirements of present 
and prospective customers should be known. Knowledge of the varia- 
bility in the cost of articles and of services as quantities vary is also 
fundamental. Information should be available as to how customer 
requirements will vary with prices. The general financial and mer- 
chandising policies of the firm should be known. With this informa- 
tion, computations may be made to determine the combination of mer- 
chandise which will yield the largest profit. 

The results secured by a concern may be used to emphasize the 
importance of adequate study of the problem of “maximum” profits. 
One concern found that about 90 per cent of its business came from 
about 10 per cent of its customers, while over 80 per cent of its 
expenses were required to sell the 90 per cent group of customers. The 
analysis showed that a larger increase in profit would result if 90 per 
cent of its customers were abandoned; and if a substantial proportion 
of them could be kept and served by less expensive sales methods, a 
still greater profit would result. Another concern discovered that if 
about 75 per cent of its “business” were abandoned, prices on the 
remaining items could be lowered 20 per cent and result in over twice 
the previous earnings. Despite the fact that extremely large savings 
could be made if proper profit studies were made, few executives have 
realized its importance. 
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Proper Merchandise Location. — In a sizable concern the ques- 
tion of proper location of the merchandise is a problem to which little 
scientific study has been given. It holds large possibilities for savings 
in many businesses ; in store rooms, store location, as well as on retail 
floors. The subject is, however, very broad, and the present treat- 
ment will be confined to a statement of some of the factors involved in 
the study of merchandise location in the retail store. The location of 
merchandise in a sizable store affects the sales, the costs, and the profits. 
This has been demonstrated in a number of instances. The managers 
of prominent stores recognize this fact. Many patrons of these stores 
are unwilling to take the time and the energy to look for articles they 
wish, where there is no special price inducement, etc., because it is 
much easier to get them elsewhere. The business lost by particular 
stores due to faulty merchandise location is unknown, but it is very 
likely much larger than the executives of most stores realize. 

Some of the most important factors to be considered in estimating 
the effects of merchandise location on the profits, prices, and costs 
of a large retail store are : 

a. The customers of the store, their needs and their purchasing 
power. 

b. Who does the buying. 

c. The size and location of the floor space available for sales 
rooms. 

d. The type and grades of the merchandise to be handled. 

e. The equipment available for transporting patrons from one 
place to another, the layout of the building and equipment 
and cost of making changes. 

f. Congestion centers. Time required to complete a sale. Time 
required for shoppers to look at merchandise. Rate at which 
people pass from one center to another. 

The evaluation of the several factors which may require consideration 
in particular cases should be made only after careful research and plan- 
ning. This research and planning should have as its definite aim to 
find the location for each class of merchandise which will give the 
largest net return for the business. 

In the case of a large concern which handles many items the 
approach to the subject may be made by a study of the family budget. 
The different items may be grouped according to the frequency of 
purchase. With such a grouping of commodities the customers could 
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make their purchases with a minimum of eifort. The profitableness 
of each item or class of items may also be recognized so as to allow 
customers to buy the highest profit items with the greatest ease. Studies 
should be made to determine the articles best adapted to spaces not 
required for one class of items in the family budget but not large 
enough for the next item in frequency. In a large store it may be 
necessary to recognize more than one group of customers because of 
wide variations in purchasing power. 

Who does the buying is another important problem. Women, the 
recognized purchasing agents of the household, do not make all the 
purchases. It is well established that, in general, men will not spend 
as much time and effort in making purchases as will women. This 
factor should be weighed in making the final valuation. 

The t3.’pes and grades of merchandise to be handled bear directly 
upon costs and prices. Studies should be made to determine what 
grades of the various types of merchandise are to be handled. This 
study should be made, as far as possible, on the basis of the physical 
quality of merchandise. The price for which the same or similar 
goods are sold by other stores is an important item for consideration. 
Another objective of a merchandise study is to lower prices and to 
improve quality for the prices asked. The concern is entitled to larger 
profits for the forethought exercised, and this is the main purpose 
of the concern in making the improvements. Its financial ability to 
make any reasonable change should be understood thoroughly before 
the plans for improvement are formulated. 

A time and route study should be made for the purpose of elimi- 
nating congestion centers. Studies for ascertaining the time taken 
by customers in inspecting merchandise, in making purchases, and in 
passing along should be made. An index of the rate of flow of custo- 
mers in the store should be ascertained for each hour of the day and 
each day of the week for the seasons of the year. The route study 
may be made from cases obtained in the store and supplemented by 
studies of the family budget. 

The Apportionment of Merchandising Effort. — ^Another im- 
portant factor in merchandising to which little attention has been 
directed is the scientific determination of the most economical combi- 
nation of the principal divisions of marketing effort. The question 
of how much to spend for each phase of marketing is usually a rule-of- 
thumb process. The same is true of sales effort. One of the great 
wastes in marketing effort, though not appraised, is to be found in 
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the lack of a well-coordinated marketing program based on scientific 
analysis. Millions of dollars are spent for publicity to get customers 
into a store only to have them become disgusted with the sales service 
and walk out. On the other hand, excellent sales service awaits people 
who would patronize a store if they were appealed to by proper pub- 
licity. This means that if the most economical quantities of effort are 
to be determined for marketing, scientific analysis must supersede rule- 
of-thumb methods, and marketing policies must be based on such 
analysis. 

In making a study of marketing problems it is necessary to secure 
more data than could be obtained from internal records, and it may be 
easier to secure adequate statistical data by gathering it by the method 
of sampling without analyzing vast quantities of data. An evaluation 
must be made of the other phases of the business to ascertain the prob- 
able failure to cooperate, and the probable loss from these sources. To 
illustrate : the credit department may refuse to grant credit to or 
may offend prospective patrons who have been appealed to by publicity, 
sold by the sales force, but the transaction is terminated by the credit 
clerk or by the customer. Unless all service departments are thor- 
oughly acquainted with the marketing policies of the concern, the 
marketing efforts will fall short of possible attainment. These factors 
should be considered in making an apportionment of marketing effort. 



CHAPTER XV 


ACCOUNTING AS AN AID TO THE SALES MANAGER 

Direction and Coordination of Sales Activities. — Direction is 
a broad function which is exercised by all managers. This does not 
mean that they have a free hand in planning and in performing, because 
this would be contrary to the principle of “separate the planning from 
the doing’’ and other principles of organization. The sales manager, 
however, must exercise several kinds of direction. He directs the 
activities of the sales function of the organization so that they con- 
form to the plans and policies of the business. He does considerable 
planning, too, as discussed below. 

The coordination of sales activities comes about largely by budg- 
eting. The carrying out of the budget, however, requires much direc- 
tion. Executive action is often needed from day to day in order that 
plans may be executed properly. This requires a constant balancing 
of sales activities with the activities of other departments. Coordina- 
tion is a day to day, week to week, month to month, and season to 
season problem. That is why the several functions require executive 
direction and coordination. 

Sales Management Studies. — The study of sales performance 
in comparison to plans is an important function of the sales manager. 
Such a study enables the sales manager to know where executive action 
is needed and the probable extent to which it is needed. For example, 
the decrease in sales of a certain commodity may be studied for the 
purpose of ascertaining the probable cause for such sales decline. This 
furnishes a sound basis for executive direction. 

An important function of the sales manager has to do with 
salesmanship. By salesmanship we mean the science of and the art 
of selling. To perform this function in a scientific manner, the sales 
manager must make extensive use of accounting. Many phases of the 
science of salesmanship have been discovered, but much remains to 
be done by the individual enterprise in this direction. For best results, 
the art of salesmanship should be preceded by the mastery of the 
science of salesmanship. Many enterprises have found that salesmen 
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who have been taught certain principles of selling soon acquire a better 
art of selling than those who do not have such training. 

The strategy which a sales manager uses will have much to do with 
his effectiveness in direction. The development of the most effective 
strategy will depend greatly upon the adequacy of the accounting 
methods employed. By sales strategy we mean the ways and means 
by which favorable results can be secured. The sales manager makes 
use of much data prepared by other functions in formulating his plans 
for action. These plans are the ways and means by which he hopes 
to secure results that he has agreed to secure. 

Counsel and Inspiration. — ^An important function of the sales 
manager is that of furnishing a source for counsel and for inspiration 
to those who perform the sales function. In a sizable concern, the sales 
manager should spend a considerable part of his time with those who 
have actual supervision of the sales forces. In a large organization 
that has sales branches, the sales manager may devote his attention to 
the management of the branch sales managers. The functions of the 
sales manager, however, are the same whether the business is large 
or small. 

The sales manager can make extensive use of accounting informa- 
tion to serve as a basis for the counsel of and inspiration of others. 
The counsel and inspiration that make for stable business must be 
based largely upon facts. An intelligent salesman soon learns to detect 
artificial inspiration. The customer does too. It is of an inferior 
quality because facts are obtainable from which rational persons 
may be inspired as well as others. Facts disclosed by proper account- * 
ing may serve as a base upon which the sales manager erects his opinion, 
in the counsel of those under his direction. This may be made clearer 
by an illustration. A salesman was ready to resign because his busi- 
ness had fallen off considerably and his bonuses had stopped. The 
sales manager was able to show him: (i) that sales were on the 
decline in conformit}^ to general business conditions in the industry; 
(2) that salesmen in territories of a like rating were no better off than 
he; (3) that the decline was likely to be of a temporary nature. Many 
other examples could be cited if space permitted. 

Committee Work. — The sales manager is the source of important 
information relating to sales performance in connection with com- 
mittee work. Proper accounting records should yield most of the 
information that managers possess, but this information is not always 
available in report form. Specialists in different fields come together 
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as a committee to decide important matters. The interpretation of 
accounting information in the light of the new problem is an executive 
function. Here, dispatch in the presentation and the interpretation 
of the problem is often important. The sales manager should bring to 
the committees on which he serves, a well-balanced interpretation of the 
problem as it affects the sales department. 

How accounting serves to aid the sales manager in accomplishing 
the above functions will be developed after a brief treatment on 
organization. 



Figure 20. Organization for Sales Control. 


Organization for Sales Control. — The manager of marketing, 
as shown in Figure 20, is the head of the marketing organization. The 
sales manager is the head of the sales organization. In particular con- 
cerns, the work of the sales department may be so extensive that an 
extensive organization is required to handle the business satisfac- 
torily. In other concerns, the sales personnel may consist of a few 
salesmen under the direction of a ^‘general manager.'' For obvious 
reasons, the development in this treatise must be confined to a treat- 
ment of the general principles to be followed. Particular firms may 
not have a ‘^sales manager," but the function is clearly discernible in 
business enterprises. 

The sales manager, as the executive head of the sales organization, 
has under his direction the salesmen; as, A, B, C, etc. In a sizable 
enterprise, he may require a corps of sales executives to do the neces- 
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sary personal supervision work. While no general rule can be 
laid down for all types of concerns, it appears that many concerns limit 
the salesmen that a sales executive can supervise, to from ten to 
fifteen. In like manner, a manager of supervisors is needed for every 
fifteen to twenty supervisors. A concern with an average of about 
one hundred and twenty salesmen has a sales manager and eight 
“assistant sales managers.'’ The sales manager supervises the work 
of the salesmen in the home-office territory. 

The sales manager may require a staff to perform certain phases 
of the technical work with which he is not acquainted or for which 
he does not have the necessary time. The controller should furnish 
a technician to make special studies. In some cases, these technicians 
may serve the sales manager for a considerable period. 

In a sizable concern a number of clerks who are considered as 
performing the sales function are sometimes employed in the sales 
department. This is usually erroneous because they nearly always 
perform some function under the supervision of the controller. There 
are exceptions, however, such as the routing of salesmen, the work 
leading to the acceptance of sales, and other tasks, which belong to 
sales nianagement. The salesmen who write out sales blanks furnish 
the accounting department with vital information. Until the order is 
accepted by the managament, usually no sale exists. The record which 
the salesman makes and the sales manager approves may become the 
basis for the bookkeeping entry. The point of distinction between 
functions seems to lie not at the point where the salesman wrote the 
order but at the acceptance of the sale. Close distinctions are often 
necessary to establish the basis for proper organization. Functions 
shade into each other, and for purposes of scientific treatment some 
distinctions are necessary. 

The Budget. — An important tool for the control of the sales 
function is the budget. The budget which covers the sales function 
may be divided into (i) the budget of sales, and (2) the budget of 
sales “expense." For purposes of convenience, these will be referred 
to as the sales budget and the sales expense budget. 

The basic data for the sales budget are to be found in the work of 
other functions of the business. The setting up of a tentative sales 
budget by the sales department presupposes a considerable amount of 
knowledge about the operations of the other functions of the business, 
as indicated in the previous chapter. In its final presentation to serve 
as the basis for operation, the sales budget must be set up in units, 
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prices, and amounts. It should be analyzed according to commodities, 
and classes of commodities; by minor and by major organization units. 

The sales expense budget should be made out in terms of the 
organization. That is, it should be analyzable into an adequate classi- 
fication of expenses and asset items for the several units. From this, 
the budget for every salesman, for every sales supervisor, for every 
assistant sales manager, and for the sales manager, may be obtainable. 
This information will serv^e as a basis for operation. 

The sales budget should be arranged into maximum and minimum 
sales. In fixing the budget, some point between the maximum and 
the minimum sales will be selected which appears to the management 
and to the administrators as most desirable of attainment. The sales 
expense budget should be gone over carefully and the fixed and the 
variable expenses estimated. Fixed expenses should give adequate con- 
sideration to the minimum sales. Variable expenses should show the 
variability of expenses between the minimum and the maximum sales. 
It may be desirable to arrange the variable expenses according to a 
simple classification of the degree of variability. Some expenses wdll 
vary with sales while others wdll not. An equation and a chart may 
be of considerable utility in helping the sales manager to evaluate 
achievement. 

Achievement Records. — The achievement records must be kept 
in terms of the budget. If this is not done it will be impossible to 
review the budgets properly. This applies to the records as a whole. 
Individual records may be designed for specific purposes. One type 
of records may keep account of amounts while another may keep 
account of quantities, prices, or other data. 

The sales data may be classified in a wide variety of ways. Basic 
sales data may be classified as follows : 

1. By commodities or departments. 

2. By territories or departments. 

3. By salesmen. 

The lines of organization should be recogmized clearly. This implies 
that not only must the items be carried in total but they must also 
be analyzable into their component parts; namely, units, prices and 
amounts by commodities. The classification of commodities according 
to salesmen provides basic data which may be combined by territories, 
to reflect the line of control, and these in turn may be combined to 
represent the major lines of control. The sales expenses should be 
analyzable along the same lines of control. A simple but adequate 
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classification of expenses should be provided to meet individual needs. 
Since the classification of sales data may be somewhat different in 
specific cases, the basic data alone will be considered. 

The budgets and the corresponding achievement records and reports 
are basic accounting information and form the center of the tools used 
by the management in the control of sales. 

The Standard Task. — ^The standard task or the quota idea for 
the sales organization has received considerable attention in welLman- 
aged businesses. The value of accounting and the scientific method in 
attacking this problem are of first importance to a satisfactory solution 
of the problem. 

An important factor in the standard task is that of the valuation 
of sales territory, which is treated in the following chapter. The sales 
budget and territory valuation are the most important instruments 
used by the sales manager and his assistants in fixing standard tasks 
for individual salesmen. If the preliminary sales budget prepared 
by the sales department is approved with minor changes, then the 
changes in individual tasks of salesmen may be changed to correspond. 

In some cases the budget may be drawn up on the basis of quantities 
and amounts of separate commodities for the business as a whole. In 
this case, the sales manager must fix the several tasks. This may be 
done for each sales territory by considering probable business condi- 
tions in each territory, the territory general valuation, and the budget. 
Thus a quota for each department or branch could be determined. The 
assistant sales manager may assign quotas for each salesman on the 
basis of the territory valuation and the budget. This procedure con- 
siders the same factors as the procedure advocated above. 

In setting standard sales tasks, it is often necessary to build up 
a considerable fund of information before much confidence can be 
placed in quotas. The quota idea is often approached from the view- 
point of stimulating salesmen. Some concerns increase the quota each 
year without regard to business conditions. This may or may not 
be an adequate guide. It certainly is not scientific and should be 
replaced by more adequate basic knowledge, as discussed at interrelated 
points. 

Compensation Platis. — There are three basic plans for compensat- 
ing salesmen, each one of which is used by business enterprises. Mr. 
Sample^ classifies these as follows: 

^“Fixing the Salesman’s Task,” A. M.. A. Safles Executives’ Series, No. 27, p. 4, 
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(1) Straight salary and expenses. 

(2) Straight commission. 

(3) Salary, expenses, and bonus. 

There are a great variety of commission plans, bonus plans, and other 
plans for paying those connected with the sales function. 

The particular compensation plan which any firm may have, may 
or may not be suited best to its needs. Not only should the accounting 
information furnish the management with specific information about 
compensation due, but data relative to the effectiveness of the plan 
should be made available for use. This implies that more than one 
plan of compensation is tried by a firm or that they have records from 
other firms. It is often possible to predict quite accurately the effect 
of a change in the plan of compensation from a knowledge of the 
factors involved in its previous success. 

Straight Salary and Expenses. — The whole idea of sales budgets, 
territory valuation, and the quota are closely related to compensation. 
These instruments emphasize the necessity for a compensation plan 
which will secure the proper cooperation from the sales force. While 
the compensation plan is not the only force involved, it is undoubtedly 
a dominant force in the sales function. 

In a business that requires more or less ''missionary work,^^ the 
salary and expense form of compensation may appear to be the only 
fair basis for paying salesmen. A firm that goes to the expense of 
establishing a comprehensive control plan must give this question due 
consideration. It is difficult to see how a concern could get best results 
by this form of compensation. They may set a dead-line for each 
salesman below which he must not fall. The difference between the 
dead-line and a reasonable quota is far enough to cause a large loss 
to the firm. The question is of enough importance to justify an ade- 
quate study of the factors involved in the particular case. 

Straight Commission. — The commission form of compensation 
is used for a large variety of purposes. The treatment here is from 
the viewpoint of the quota. What was said about the salary and 
expense form of compensation is applicable to this form of payment. 
The salesman who works for a commission usually feels that his time 
is his own to use as he pleases. A commission form of payment is 
usually considered as equal payment for equal effort, while selling is 
not looked upon in that manner. The salesman is encouraged to seek 
the business that comes the easiest. This tends toward a wide but 
spotty distribution, which is usually uneconomical. The energetic 
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salesman may refrain from his best efforts for fear of having his 
rate of commission cut. These and other factors may work to cause 
the management to secure faulty conclusions as to sales possibilities 
of their products. Any comprehensive study of the budget should give 
careful thought to the commission form for paying salesmen, if it is 
desired to maintain this form of compensation. 

Salary, Expense, and Bonus. — This type of compensation is best 
adaptable to a comprehensive budget type of control. It may be con- 
structed to serve a wide variety of purposes. It appears to be capable 
of doing more than either of the foregoing forms of compensation. 
The amount of sales set for the dead-line and a given percentage may 
be used to compute the salary and expense factors. The bonus may be 
graduated in such manner that the salesman will have sufficient incen- 
tive to exert his best effort to reach the quota set for him, or to exceed 
it, if desired. 

The Selection of a Compensation Plan. — The accounting method 
may be used effectively in the selection of a plan of compensation that 
is adaptable to the best interest of a given enterprise. That is, a plan 
which secures the firm a close approximation to predetermined results 
carefully evaluated. It should determine the amount of and the 
gradations in the compensation necessary to insure the distribution 
evenly. Such results, however, depend upon a prudent use of adequate 
accounting methods. 

A fund of information may be collected in a few seasons that may 
assist greatly in the selection of a fairly scientific compensation plan. 
The length of time required will depend largely upon the value of 
previous records and the tools used by the management. 

There are three principal factors involved in the selection of a plan 
for compensating salesmen. They are as follows : ( i ) the produc- 

tivity of the salesman; (2) the base pay; (3) the differential. 

The productivity of a salesman may be measured by sales or by 
gross profit. These are interdependent problems. A salesman is not 
wanted to sell a large pecuniary amount of goods but to ‘‘sell the line’' 
at the prices asked. In specific cases, the interest of the firm may be 
served well by encouraging sales in dollars, or in gross profit. In a 
well-conducted enterprise, however, either of these factors is incom- 
plete if due consideration is not given to the “line” as a whole. The 
compensation plan, therefore, should encourage balanced sales. 

The base pay of a salesman is used here to include a minimum 
salary and a traveling expense adequate to secure these sales. The 
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minimum and the maximum sales for each territory is established by 
research methods. This should place each salesman upon an approxi- 
mate sales equality with one another. That is, each salesman should 
have an equal chance with every other salesman to secure his mini- 
mum or base quota, as well as his maximum quota. 

The productivity of salesmen should be divided into a minimum 
and a variable quota. The differential factor covers the bonus pay 
and the variable expenses. A number of factors must be considered 
in determining the bonus plan for salesmen. Typically, these consist 
of the following: (i) the minimum gross profit; (2) the base pay; 
(3) the sale of a balanced line; (4) the maximum gross profit; (5) 
the net operating profit per salesman; (6) the differential itself; (7) 
the earnings of salesmen in other firms; (8) several personal factors. 
Some of these personal factors are here given : a desire to represent 
a stable or vrell-favored business, a desire to work under the manage- 
ment, a desire to stay with one firm, a contest of one kind or another, 
and many other factors, all of which have negative as well as positive 
phases. Because of the difficulty in their evaluation, personal factors 
are not considered here. The particular bonus plan itself is a subject 
for research and experiment wdth the several factors mentioned above. 

Testing the Effectiveness of the Bonus Plan. — A considerable 
number of bonus plans are used in practice. The bonus plan may or 
may not be effective in securing the results desired. The gradations 
in a bonus plan are usually recognized as having considerable to do 
with the success of the bonus. 

The effectiveness of the gradations in the bonus plan may be tested 
before standard ratios are approved. Suppose that a minimum and 
a maximum sales quota be determined for each salesman. Suppose, 
further, that it is decided tentatively to have five gradations in bonus. 
These may be distributed on an arithmetical, geometric, or some other 
basis, so that in either case the total payment will be approximately 
the same. The payment for different degrees of sales achievement, 
however, would not be the same on different bases. The effectiveness 
of the bonus may then be tested by experiment. If no salesman earned 
a bonus, this is conclusive that the bonus is not effective, since it is 
assumed that the minimum sales quota is set properly. Correspond- 
ingly, if all salesmen earn a maximum bonus, it is 100 per cent effec- 
tive. If a record be kept of the performance of salesmen from month 
to month, a study of the data can be made to determine the effective- 
ness of the bonus. 
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In the above case, the study should disclose the most important 
statistical measures of the data. The arithmetical mean would indi- 
cate that one-half of the salesmen earned a given bonus percentage. If 
one-half of the salesmen's pay reflected earnings in the highest bonus 
gradation, the conclusion may be drawn that the bonus plan has a 
stated amount of effectiveness. It should be emphasized, however, 
that the assumption has been made that sales effort can be measured 
by a bonus plan and that the data used are homogeneous and fairly 
stated. The scientific method should be employed in securing the data, 
however, if reliable results are to be obtained. A standard bonus plan 
should be the outcome of this type of analysis. 

Sales Management Reports, — The principal accounting reports 
used by sales management may be classified as budget and as perform- 
ance reports. Each of these types of reports may be further classified 
into reports of sales and reports of sales expenses. This discussion 
will be limited to certain phases of these basic reports. 

Since the budget is the basis for operation it is obvious that achieve- 
ment should be compared with the budget. This is too often forgotten 
in practice. For example, one company budgeted a 40 per cent increase 
in sales for one year over the previous year. Despite the fact that the 
achievement for the budgeted period was better than 39 per cent over 
the prior year, the accountants and officials still compared the achieve- 
ment of one year with that of the prior year. This seems strange 
because there appears to be no real comparability between the two 
statements. From the management viewpoint, the only true basis 
for comparison is that of the budget and the achievement. Where 
there -are only slight variations in the budgets and in the achievement, 
from year to year, the comparison of achievement with achievement 
may not appear so erroneous. This comparison, however, is faulty 
because two periods usually have important differences even if the net 
results are the same. This comparison should not be made except to 
satisfy a desire for a refreshed memory on comparative business history. 

Sales Reports. — An important summary report for the sales man- 
ager is that of the budget and achievement report of sales. Table 24 
shows such a comparative report for the X Manufacturing Company. 
The report shows the budget set for each salesman and his achieve- 
ment stated in units, prices, and amounts. The comparison of the 
budget is shown by the increases and decreases. The causes for varia- 
tion are analyzed into units and prices. Observe that, while perform- 
ance was in excess of the budget in the amount of $1,437, the posi- 
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TABLE 24 

A CoMPAiiATivE Report of Budget and Achievement Sales of the X 
Manufacturing Company 




Budget 


Actual 

Increase 

Salesmen 

Units 

Price 

Amount 

Units 

Price 

Amount 

Decrease*' 

Story 

2980 

35-25 

$ 15,645.00 

3040 

$5 24 

$ 15,929 60 

$ 284 60 

Griffin 

2670 

5-25 

14,017.50 

2710 

5 27 

14,281.70 

264 20 

Snell 

3050 

5 27 

16,073.50 

3040 

5-27 

16,020.80 

- 52 70 

Dickson 

3260 

5-30 

17,278 00 

3770 

5 31 

20,018.70 

2,740 70 

Redd 

3400 

5-32 

18,088.00 

3050 

5-30 

16,165 00 

— 1 ,923 00 

Holloway. . 

3720 

5 22 

19,418 40 

4310 

5 20 

22,412.00 

2,993.60 

Moore 

4050 

5-20 

21,060.00 

3470 

5.22 

18,113.40 

— 2,946 60 

Veteto 

4070 

5-23 

21,286 10 

4260 

5-25 

22,365.00 

1,078 90 

Noble 

3540 

5-27 

18,655 80 

3120 

5 25 

16,380 00 

-2,275.80 

Teague .... 

3260 

5-22 

17,017.20 

3290 

5 20 

17,108 00 

90.80 

Middleton , 

4500 

5-24 

23.585-50 

4640 

5-34 

24,767 80 

1,182.30 

Total 

. 38500 

35-25 

$202,125.00 

38700 

$S 26 

$203,562 00 

1,437 00 


Variations 




Due to Units 


Due to Prices 

Net 

Salesmen 

Units 

Price 

Amount 

Units 

Price 

Amount 

Variation 

Story 

60 

$5 25 

$ 315 00 

3040 

$~ O.OI 

$ - 30-40 

$ 284 60 

Griffin 

40 

5-25 

210.00 

2710 

.02 

54.20 

264.20 

Snell 

- 10 

5 27 

52.70 

3040 

.00 

-0- 

52 70 

Dickson 

510 

5-30 

2,703.00 

3770 

.01 

37.70 

2,740.70 

Redd 

- 350 

5 32 

— 1 ,862.00 

3050 

— .02 

— 61 00 

— I ,923 00 

Holloway .... 

590 

5 22 

3,079 80 

4310 

— .02 

— 86.20 

2,993 60 

Moore 

- 580 

5.20 

— 3,016 00 

3470 

.02 

69.40 

— 2 , 946 60 

Veteto 

190 

5-23 

993 70 

4260 

.02 

85.20 

I ,078 90 

Noble 

— 420 

5-27 

— 2,213 40 

3120 

— .02 

— 62.40 

- 2,275.80 

Teague 

30 

5 22 

156 60 

3290 

— .02 

- 65 80 

90 80 

Middleton . . . 

140 

5 24 

733 50 

4640 

. 10 

00 

0 

1,182.30 

Total 

200 

$5 25 

$1,050.00 

38700 

$ 0.01 

$387 00 

$1,437,00 

Variations 

1560 


$8,191.70 



$695 20 

^^8,886 90 

Variations 

- 1360 


7 , 144-10 



305 . 80 

7.449 90 


tive variations were $8,886.90 and the negative variations were 
$7,449.90. The sales manager should he interested in studying these 
variations further to determine the effective causes for the variations. 
On the face of this summary report are to be found some interesting 
facts for the sales manager. For example, Redd and Holloway each 
cut the price two cents per unit, yet the former fell short of his budget 
quota by 350 units, while the latter increased his units by 590. Sales- 
man Moore raised his average price two cents but fell short of his 
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budget quota by 580 units, while Dickson increased prices one cent and 
sold 510 units over his budget quota. 

A study of the underlying data in the above case will enable the 
sales manager to rate the salesmen in an equitable manner. The under- 
lying reports which the sales manager should receive will differ some- 
what in different cases. The basic data, however, should be available 
in units, prices, and amounts, by salesmen, by commodities, by terri- 
tories, and by other basic classifications, for budget and for perform- 
ance. This will enable the sales manager to attack his problems in 
sales in a scientific manner. 

Sales Expense Reports. — The sales expense reports should be 
drawn up so that a comparison can be made between the budget and 
performance. These reports should cover a standard classification 
of accounts and be analyzed into the several organization units. The 
type of analysis required for each organization unit will depend upon 
the requirements of the particular case. Where traveling salesmen 
are employed, for example, it may be desirable to know the items of 
expense for each salesman. A comparison of the budget and achieve- 
ment reports, and an analysis of the effective causes for variation will 
be of considerable value to the executive in the control of expenses. In 
cases where it is not feasible to develop records which will show effec- 
tive causes for variation between the budget and performance, the 
significant variations may be analyzed and the effective causes for 
variation determined, if the original records are properly devised and 
kept. If the budget and achievement are approximately the same, little 
of value to management will be secured usually from the analysis of 
causes for variation. In practice, it may be advisable to confine the 
analyses of effective causes for variation to stated percentage variations 
between the budget and achievement. This is true only where the 
causes for variation are approximately the same. That is, the factors 
at work on the data should be approximately the same and be under- 
stood. 

Accounting as an Aid to Prudent Sales Policies. — The broad 
policies of a business should be made by the policy corps. The execu- 
tives interpret these policies to the general public. The achievement 
of the executives in the interpretation of the policies of the enterprise 
should be recorded properly and studied carefully. The policies that 
the sales manager is asked to interpret find expression in the budget. 
In most cases, the sales manager will have an opportunity to influence 
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the budget preparation. In this he has a fair opportunity to interpret 
the general policies. 

The sales manager may make extensive use of accounting to test 
not only the policies of the enterprise but also his plans for effecting 
them. There are many kinds of sales policies so that this discussion 
will be limited to (i) the service policies, (2) the goods, and (3) the 
particular business. 

Many business executives have learned that they are selling service, 
and not ^Trick and mortar’’ or so much machinery. There are many 
ways that accounting can be used to point out the defects in sales 
service. It is often difficult to secure adequate data on sales service 
because the customer does not always complain — ^to the company. 
Accounting methods may be employed which will show the manage- 
ment the chief reasons why the goods themselves and the service are 
defective. Two illustrations will show how accounting may be made 
to disclose information in regard to service in salesmanship. A cal- 
culating machine company had extended its business moderately but 
found that competing machines \vere making greater progress. An 
analysis of customers who had purchased machines disclosed that com- 
paratively few reorders were received. A representative list of cus- 
tomers from whom reorders should have been received was canvassed. 
The record showed that the office employees were not able to adjust 
the ribbon, which got out of position when the machine Avas subjected 
to hard treatment. Proper sales service helped the situation immedi- 
ately. The records of an oil company disclosed that some important 
customers were consuming larger quantities of their products than 
other customers who had similar facilities. This led to an investiga- 
tion which showed that many of their customers were wasteful in the 
use of their products. An engineer was used to prescribe the amount 
of product necessary for each plant. 

An important phase of business policies relates to the goods or 
services. The quality has much to do with salability. Accounting 
may be used in many ways to test the quality of goods. Quality means 
adaptability or service quality. Many illustrations of this are avail- 
able. A storage battery manufacturer sold large quantities of a certain 
type of battery. Many complaints were received in a short time. The 
model was discontinued. The battery did not give good service in 
use. A book company published a book and bound it in two grades 
of binding. It was advertised for sale and priced so as to allow for the 
difference in the grade of binding. The recorded sales showed that 
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)ver fifty times as many books in the better binding were sold than 
)f the other binding. 

Most large concerns have established distinctive sales policies. 
Their effects upon the business are often hard to evaluate. In many 
:ases accounting methods may be used for this purpose. For example, 
Ve sell for six per cent cheaper'’ is a distinctive sales policy that is 
lard to evaluate. A policy, however, like 'Ve sell on the installment 
3 lan," may find ample accounting data to show the probable effects 
apon the business. 

In most cases there are a number of policies involved, and if each 
X)licy is to be evaluated, the probable effect of each policy should be 
segregated for study. 

Selling Methods. — In the previous chapter the questions relating 
;o the more general phases of the scientific analysis of marketing prob- 
'ems were discussed. The discussion of the problems which relate 
more directly to sales, and reserved for treatment here, are : 

a. Best channels for selling particular goods. 

b. Which goods need special salesmen. 

c. ,Which goods can be sold best in groups by a salesman. 

The ascertainment of the best channels for selling particular goods 

;s a problem for scientific study. The word "‘channels" is used here 
:o mean ways and means of selling. For example, is it more economical 
;o sell the goods by mail, by house to house call, by selling through 
jobbers, factors, or agents, by selling through retail stores with or 
without close supervision and selling aids? The executives of many 
businesses think that the channels of distribution open to them are 
imited to those which they have tried. There are, however, always 
good possibilities in untried channels. The large department store, 
for example, has found that profitable business is obtainable through 
die mails ; even to customers within a few blocks of the store. The 
bossibilities of new channels and new methods in selling should be 
:ested for discovering ways and means for making savings in marketing 
:osts. 

The performance records of sizable concerns may be made to yield 
iraluable marketing information regarding specific goods and specific 
salesmen. Some concerns have studied the performance of salesmen 
md have found that the better salesmen sell twice to four times as much 
joods as the average salesman on the job. The conditions are appar- 
mtly the same. This emphasizes the importance of a careful selection 
)f salesmen to sell specified goods. Some salesmen are more successful 
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in selling some goods than they are in selling other goods. Some goods 
require more salesmanship than do other goods. This emphasizes the 
importance of studying merchandise and salesmen for the purpose of 
finding which goods can be more profitably sold by special salesmen and 
which salesmen can be used most profitably in selling particular goods. 
A job and time study of the salesman may disclose other important 
features of the specialization in sales effort. It may be discovered 
which salesmen and which merchandise lend themselves most profitably 
to different degrees of specialization. In some cases, for example, it 
may be more profitable to have salesmen standing idle than doing cer- 
tain phases of work connected with selling. The gain would be tre- 
mendous if salesmen could be kept busy at the things they can do best. 
Such a result is the reward for the proposed study. 

The combination of articles which can be sold best by a salesman 
is a subject for scientific inquiry. This is also a study of the degree 
to which specialization is most profitable. The more items a salesman 
has, the less time and energy he has to devote to each item. The analysis 
of the sales of salesmen who have hundreds of items to sell frequently 
shows that there are definite tendencies toward specialization in a rela- 
tively small number of the items. The different commodities should 
be studied to determine which lend themselves most prqfitably to 
groupings of one kind or another. The sales territory, the manner in 
which the salesman spends his time, the costs, the sales, and the profits, 
among other special factors, must be considered in making such an 
analysis. The solution to complicated sales problems will change from 
time to time, but such changes can be made with precision only where 
adequate records are kept in terms of expectancies and an evaluation 
made of the causes for variation. 



CHAPTER XYI 


ACCOUNTING AS AN AID TO THE PUBLICITY MANAGER 

The Functions of Publicity. — There are several important func- 
tions performed by publicity in business. Some of the most important 
of these functions, as related to accounting, are as follows : 

(1) To inform customers and prospective customers of the 
goods or services rendered by a business or an industry. 

(2) To create in the prospective customer a desire for the 
goods and to cause customers to continue or to increase 
the consumption of the goods, and 

(3) To create a friendly attitude toward the business. 

It is often impossible to distinguish between publicity and selling, 
as the two activities are so closely interrelated. The very best kind 
of publicity is to be found injlfPP^^ personal contacts, though a con- 
siderable, amount of this activity may be classed as selling. The sales- 
man who calls upon a prospective customer is usually classed as per- 
forming a sales function; how^ever, a considerable amount of strictly 
publicity work may be necessary to make a sale. 

There are many ways by which prospective customers can be in- 
formed of goods. Modern advertising carried on by means of news- 
paper, periodical, special letter, and other forms of ''advertising” is 
only one of a number of important ways of securing publicity. The 
personal recommendation is a valuable way for securing publicity of 
a highly valuable character. This type of publicity, if unfavorable, 
may offset almost any amount of publicity carried on by a concern. 
Certain brands of automobiles, for example, have not secured wide 
personal recommendations from owners and sales have been diminished 
greatly as a direct result. 

There are different kinds of publicity used in securing a friendly 
attitude toward the business. This publicity is usually directed to 
owners, employees, customers, and the general public. Considerable 
emphasis has been placed upon publicity of the internal affairs of cor- 
porations. Mr. Lament^ recently emphasized the advantages to be 
'^Industrial Management, July, 1927. 
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derived from the publicity of the internal affairs or conditions of 
industrial enterprises. This phase of publicity is developed in Chapter 
XXIIL 

Every official of an enterprise is engaged in some kind of publicity, 
and this should be carried on in cooperation with the publicity manager. 
For example, the progressive employment manager is interested in 
creating in the desirable employee an earnest desire to continue his 
relations with the business. How this can be done best is a subject 
about which the publicity manager should be consulted. 

Functions of the Publicity Manager. — The publicity manager 
occupies the same relationship to his function as does the sales manager 
to his function. The differentiation of the sales and the publicity 
functions has caused considerable diversity of opinion as to where each 
particular phase of the work should be done. In some businesses the 
publicity department dominates all other phases of the work. The 
same may be said of other departments. The question is, however, one 
of function. In a welForganized business the many functions must be 
grouped into closely related groups, if proper control is to be main- 
tained. 

The functions of the publicity manager are closely related to the 
functions of publicity itself. As an executive, he directs and coordi- 
nates the publicity activities of the business. He must be a student of 
markets, marketing methods, and publicity methods. He also serves 
on committees and acts as a counselor for those under his direction. 
To perform these functions properly, he must interest himself in the 
ways and means for carrying these functions into operation. 

Organization for Publicity Control. — As in all other phases of 
management, the publicity manager must be assisted by a corps of 
assistants. He is responsible to the manager of marketing, who, in 
turn, is directly responsible to the chief executive. The assistance that 
the publicity manager requires will, of course, be governed by indi- 
vidual conditions. 

The publicity function is composed of a number of constituent 
parts. In a sizable concern these functions may be grouped into the 
following: 

1. Space Department. 

2. Art Work Department. 

3. Direct Mail Department. 

4. Catalogue Department. 

5. Sampling Department. 
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6. Dealers’ Aid Department. 

7. Poster Department. 

8. House Organ Department. 

9. Research Department (under the controller). 

The work to be performed by each department should be defined clearly 
in the standard practice instruction book. 

Interrelationships in Marketing Research. — The consumer is 
an important link in the business chain. If the business chain is not 
linked securely to the consumer, there are grave possibilities of the 
individual firm being cut off. The consumer must be willing to pay 
the price asked for goods and to consume a reasonable amount of 
them. Research and experiment must be carried on to ascertain how 
much of a product the public will consume under several conditions, 
which are customarily summarized in price. 

Research plays an important part in the marketing function. To 
a considerable extent, all of the types of research are closely inter- 
related- The interrelation between research and publicity seems to 
be closer than does research and any other marketing function. This 
interrelation should be kept in mind clearly in the present discussion. 

Publicity Research and the Advertising Agency. — Publicity 
plays an increasing part in modern marketing. Progressive advertising 
agencies were responsible largely for the scientific approach to the 
publicity problem. The success of the reputable advertising agency 
was closely tied up with the success of firms which it represented. It 
was not enough that the advertiser secure beneficial results from 
advertising. The agency had to present data which would show tangi- 
ble results and potentiality. In his quest for such information, the 
agency took up research by the scientific method. The agencies soon 
learned that much money was being wasted in advertising. They began 
to apply research methods to lessen these wastes and make their work 
more effective. Reputable agencies now make research a condition 
precedent to advertising. 

A manufacturer of ladies’ lingerie approached an agency for the 
purpose of selling a silk garment at a moderate price. The research and 
analysis convinced the agency that it was not a feasible idea at that 
time. Finally the manufacturer was induced to drop the idea. It 
appeared to another manufacturer that there would be a tremendous 
demand for ladies’ lingerie in the cities if they could be sold at $1.50 
per garment. After a good deal of consideration by the management, 
it was decided to start on the venture in a big way and to beat com- 
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petitors into the market. In less time than six months the concern 
had lost over one-half million dollars and was declared bankrupt. 

Publicity Research. — A scientific approach to the publicity prob- 
lem leads to the consideration of every important phase of the business. 
The following is an outline of a survey which shows the general nature 
of the problem : 

A. Study of product and industry. 

(1) Analysis of product and its competition to obtain: 

(a) Technical information: 

(x) Regarding design, materials, actual and pos- 
sible uses, appeals, and adaptability of prod- 
uct to needs of consumers. 

(y) Regarding the type, styles, uses, and appeals 
of competitors’ product. 

(b) Practical information: 

(x) Regarding the practices of competitors and 
their business morality. 

(y) Regarding the publicity activities of com- 
petitors. 

(2) Analysis of the consumer market to ascertain: 

(a) The extent and location of the market. 

(b) The effects of units and prices on the market. 

(c) The habits, prejudices, customs, and other traits of 
customers. 

(d) The probable division of business among the several 
producers. 

(3) Analysis of distributors to ascertain: 

(a) The location of the channels of distribution. 

(b) The habits, prejudices, and customs of the dis- 
tributors. 

B. Study of the organization, policies, and operations of the enterprise. 

(1) Organization. 

(a) Type of industry. 

(b) Position in the industry. 

(c) Financial history and present position. 

(d) Internal organization. 

(2) Policies. 

(a) General and special policies as they affect the conduct 
of the business. 
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(3) Productive capacity and ability of the enterprise. 

(a) Physical facilities. 

(b) Raw materials and their markets. 

(c) Personnel. 

(d) Output, present, past, and prospective capacity. 

(e) Standard costs. 

(4) Sales capacity: past, present, and prospective. 

(a) Physical units and prices. 

(b) Sales costs analyzed. 

( 5 ) Sales strategy and technique : past, present and prospective. 

(a) Training of sales force. 

(b) Wage payment plans and incentives. 

(c) Use of organized publicity. 

C. Study of publicity ways and means. 

(1) To determine the nature of the ways and means that may 
prove successful. 

(2) To evaluate the results to be secured from different pub- 
licity plans. 

D. Preparation of the master, major, and minor budgets. 

(i) To evaluate the result to be secured by each phase of the 
business. 

E. Study of budget, achievement records, and the causes for their 
variations. 

(i) To assist in the survey of the past and to assist in future 
planning. 

This outline indicates the principal factors that should be considered 
in publicity research. There are, of course, many Interrelated problems, 
but these several factors must be evaluated before the nature and 
extent of the publicity can be determined. The nature and extent 
of the publicity is very vital to business planning. In order to secure 
the most favorable results from publicity, all of the factors of the 
business should be in harmony. A poor labor policy, for example, may 
greatly reduce the effectiveness of favorable publicity. Capable research 
and analysis are necessary to find out all the facts that should be con- 
sidered in deciding and formulating a progressive publicity policy. The 
ultimate object of such a policy is to increase the profitableness of the 
enterprise. To do this, it may be necessary to get more of the total 
business already done or to get a larger share in an increasing market, 
or to create new markets. 
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Because of the wide range of the scope of publicity research, 
only certain phases of the subject will be treated in this chapter. The 
interrelated parts are treated elsewhere. 

Study of the Product. — The study of the product in relation to 
other products of a similar or competitive nature is important at the 
outset. It seems self evident that a product must be suitable to the 
needs of the customer. This, how’ever, is not the case. A thorough 
analysis and test of the product is usually quite essential. 

Many manufacturers have thought that they had a very good 
product until it was given a critical study by research methods. This 
may be emphasized by means of illustrations. A manufacturer of 
farm tractors found that several types of wheels were necessary if 
tractors were to be sold over a wide area. He found that different 
sizes of engines were necessary to do the same t}"pe of work in differ- 
ent areas, and that the engines and equipment must be easily turned 
around in a small space. A hair tonic manufacturer found that his 
container would not fit into the consumers^ medicine case. A vacuum 
cleaner manufacturer found that a few simple devices attached to his 
machine would make it have many more uses and a much stronger 
appeal. The analysis of competing products enabled a manufacturer 
to find that a competitor had a better product than the one he expected 
to advertise widely. The search for appeals revealed to an advertiser 
that a large percentage of buyers had not bought on the strength of 
the appeals made, but for other reasons. The use of these new appeals 
increased the sales considerably. The right product and adequate 
knowledge about it is a condition precedent to prudent publicity. 

Extent and Location of the Market. — Research and analysis 
keep revealing the fact that many business executives do not have a 
clear idea as to the nature, location, and extent of the market for their 
goods. The publicity function cannot afford to proceed on supposed 
information. They must have the facts and they must have expert 
opinion to interpret those facts. 

In many cases, the location and the extent of the market for goods 
may be measured with a considerable degree of success. The method 
of attack is that of scientific analysis; consequently, the specific factors 
which affect each case may be somewhat different. A convenient 
procedure is to construct an index of purchasing power. Purchasing 
power is often interpreted to mean a flow of income which may be used 
for making purchases. Other factors than income affect purchasing 
power, for the necessary funds may be borrowed or invested with 
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which to make payment. For purposes of this discussion, purchasing 
power will be used to indicate the factors which seem to influence the 
purchase of particular commodities. 

The subject may be approached by determining the degree of simi- 
larity that exists between income, for example, and effective desires 
which result in the sale of goods. The study of income distribution 
is a subject for research. The effective desire for different goods is 
usually different. If income alone furnishes a good index of pur- 
chasing power, it is essential to determine the relationship between 
these desires and income. 

The General Motors Purchasing Power Index is a good illus- 
tration of an effort to measure the extent and the location of the 
market for their product. It contains several classes of weighted 
data. Those who are interested should refer to Mamifacturing Indus- 
fries, Vol. XI, p. 291. 

This study is of a somewhat general nature. It tells where the 
goods may be sold and the probable extent to which they can be sold. 
Other factors enter into the problem. Some of these are discussed 
below. 

Effects of Units and Prices on the Market. — As indicated pre- 
viously, the study of the market involves a study of units and of prices. 
Before extensive publicity of a product is undertaken, a knowledge 
must be had of the probable number of commodities that can be sold 
at particular prices and the localities where these products may be sold. 
The location and the extent of the market is often affected greatly by 
prices. For this reason, the question should be studied carefully. 

In many cases, a more or less definite relationship may be deter- 
mined for units and for prices. This is true where the market is wide 
and the transactions are numerous or where custom largely dictates 
price. The modern tendency is toward price stability. The approach 
to the problem may be made by figuring the unit consumption that may 
be expected under two or more prices. The other principal phases of 
the problem have been discussed in Chapter XIV. Whichever price 
seems to interpret the company's policies best should be established. 

The Habits and Traits of Consumers. — There are a group of 
strictly personal factors that affect consumers. It is usually a hard 
task to change the habits, prejudices, customs, and other traits of cus- 
tomers, For example, more than one company completely failed in 
their efforts to get people to accept a breakfast food. In research 
work there are always possibilities of securing a sample of cases which 
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are not representative cases. Nationality, race, and religion have much 
to do with the successful marketing of many products. 

The researches should reveal the features of the product that may 
be objectionable to many people. These features should be removed, 
as far as possible, and due consideration given to those which remain 
in making preparation for publicity. 

Division of the Total Business. — It is desirable to know the 
division of the business among the several producers. This is true 
particularly in the case of manufacturers of competing products. The 
principal factors which should be considered in making this division 
are past achievements duly weighed to provide for anticipated growth. 
These data may be secured by research and evaluation. 

In many respects the division of the business may serve to gauge 
the progressiveness of the enterprise. Many businesses are very much 
interested in knowing their position in the industry. Progressive oil 
automobile, tire, meat, and many other companies use the division 
of business in the various territories to gauge and to apportion their 
marketing efforts. 

Territory Valuation. — The division of the total business should 
take place along territorial lines. This leads to a valuation of the 
several territories. The basis for this valuation is the same as for 
the total valuation. Sometimes it may be preferable to build up a 
total valuation from the valuation of territories. The quota is a con- 
venient means for expressing territory valuations. In making such 
valuations Mr. H. G. Weaver^ says that a good slogan is: 'Tetter 
be right than simple.'^ Territory valuations are used in sales work, 
too. Such valuations are required by the publicity manager for a 
variety of purposes. They serve as a basis for the apportionment of 
publicity effort and for selecting the publicity ways and means for 
each territory. 

Proper publicity may reduce greatly the salesman’s effort. A study 
of the results obtained from advertising has demonstrated that an 
evaluation may be made, based upon scientific facts, to determine the 
proportion of publicity and of salesmanship required in the several 
territories to secure predetermined results. The most economical pro- 
portions of these two classes of effort may be used to decrease market- 
ing costs. 

Territory valuations are also made for the purpose of determining 
balanced sales. Balanced sales are determined by studies tin several 

1 “Territorial Market Analysis,” Sales Ex. Series, No. 32, A. M|iA. 
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phases of management and administration. The several factors will 
be determined and controlled largely by the general policies of the 
individual enterprise. An illustration of balanced sales is that of a 
manufacturer who makes fifty~odd varieties of products for table con- 
sumption. A study of the family budget for groceries and the family 
diet enabled the manufacturer to determine, for each territory, the prob- 
able amount of money that could be expended for products similar 
to his varieties. Another study pointed to the proportion of the 
business which he secured. A study of past sales disclosed the con- 
sumption of each product by territories. A study of sales and publicity 
effort by territories disclosed important relationships to past sales. 
Another study used the above information, together with information 
about production facilities, -profits ideals, and costs, to determine quotas 
for each product. A simpler case is that of a manufacturer who sells 
a group of standard products that are used together. If the sales for 
each product do not approximate a standard consumption, the sales 
are not balanced. 

The Analysis of Distributors. — An important phase of publicity 
research has to do with the study of distributors. There are a number 
of classes of distributors. The jobber, the wholesaler, and the retailer 
form a common chain of distributors. The researches should deter- 
mine the kind, location, and extent of each class of distributor that 
may be expected to help distribute the product, or, in some cases, to 
use the product. 

The study of distributors in conjunction with that of consumers 
may provide much desirable information for management use. The 
density of wholesalers and retailers compared to population and to 
purchasing power, for example, will provide information that may be 
used to determine the approximate number of wholesalers and retailers 
in each territory that may be required to effect the desired distribution. 

Where possible, the study of distributors should be carried on so as 
to place all distributors on a somewhat comparative basis. If they can 
be analyzed by sales groups and financial ratings, these data will be 
of great value in setting quotas, and these in turn affect publicity. These 
types of data are not usually easy to obtain. A study of the family 
budget, the sales of retailers, and the sales of particular commodities 
may do much to assist in the solution of marketing problems. One 
manufacturer used such a study to determine weak spots in his dis- 
tribution. A full development of this topic would require more space 
than can be devoted to it in this treatise. 
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Publicity Ways and Means. — A study of the factors indicated 
above should show the market that is to be reached. These several 
factors must be studied with due regard to the interrelated problems. 
These studies will show where the consumer to be reached is located. 
Research should be engaged in to determine the most desirable ways 
and means of reaching the consumer. This will include a study of the 
following: 

( 1 ) The amount of money needed, or the budget, and 

(2) The media to be used. 

The determination of the amount of money needed is usually based 
upon past experience : previous sales or previous expenditures. This 
is not a scientific basis. The question is : how much money will be 
required to secure the publicity necessary to obtain the budgeted sales 
and increase the prestige of the business ? This is not usually a ques- 
tion that can be settled on the basis of past records. It is often difficult 
to get any data that will show a definite relationship between the sales 
and publicity expenditures. Proper research methods and study have 
been known to find such a relationship in certain businesses. The pub- 
licity manager should be expected to predict definite results to come 
from the expenditure of the money his department spends. 

An adequate knowledge of the market and the media by which the 
market can be reached is a condition precedent to the setting up of a 
proper budget. This is likewise a subject for research and for analysis. 
Publicity is obtained by different methods of communication. A circu- 
lar letter, the printed page, personal interviews, recommendations, dis- 
plays, sample methods, and many other ways of communicating about 
goods are different forms of publicity. The publicity manager should 
ascertain which of these methods of communication are required to 
secure the desired results in the most economical manner. 

The Need for Publicity Standards. — Despite the fact that billions 
of dollars have been spent in publicity and advertising, there are as yet 
few phases of the work which have been subjected to scientific investi- 
gation. A large measure of this lack of investigation is due to the 
fact that results are wanted, and if favorable results are obtained the 
business man does not stop to analyze the reasons for success, and if a 
failure results, few executives realize the value to be derived from the 
study of the failure. Then, too, few firms have sufficiently trained staff 
men to make the necessary scientific study for the setting of publicity 
standards. 
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The executive is faced with the question : how much can be most 
profitably spent for publicity of certain goods? He cannot answer 
the question unless Standards be provided. The usual practice regard- 
ing the amount which can be spent profitably for publicity is strictly 
a rule-of-thumb process. It is experimental, and no means are pro- 
vided to assist the executive in deciding whether or not the results 
secured justified the expenditure made. Since no adequate methods are 
provided for the study and interpretation of the experience, the execu- 
tive is usually unable to tell whether publicity creates a larger demand 
for goods or whether it pays. 

Mr. C. D. Garretson^ says: 

If you say that advertising is too complicated or too intangible to be sub- 
jected to accurate, scientific analysis, I reply that it is no more complicated 
than several other business factors about which we have learned a great deal 
in recent years, and I contend that advertising cannot afford to remain without 
the pale of thorough scientific study. 

The most important reason why standards are needed in measuring 
the effects of publicity is to secure a measure which, within certain 
limits, will indicate to the executive the probable effectiveness of dif- 
ferent kinds of publicity upon different kinds of goods. As in other 
phases of management, standards are indispensable to prudent publicity 
management. 

Publicity Standards. — Much of that which was said above relates 
to publicity standards and to their establishment. The following 
publicity standards will be discussed briefly : 

1. Standards for dollar sales to dollar spent for publicity. 

2. Standard relationship of publicity volume to sales volume. 

3. Standards for apportionment of publicity effort to various 
territories. 

Standards for dollar sales to dollar spent for publicity are impor- 
tant for many reasons, the most important of which is that it deter- 
mines the amount of money that can be '‘most advantageously^' spent 
for publicity for different classes of goods. Many concerns are inter- 
ested in standards for this purpose. Some enterprises determine the 
amount that may be spent for publicity as a certain per cent of the 
sales. This percentage varies with different concerns in the same 
line of business as well as among various types of concerns and is too 
often arrived at arbitrarily. It also varies within the concern, if 

^President, Electric Hose and Rubber Company in Nation's Btcsiness, June, 
1928, p. 58. 
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products of widely different gross-profit margins are present. If the 
standard be set by the use of the scientific method, accounting tools 
may be of assistance in this matter. An illustration will make this more 
easily understood. Suppose that the records of past performance 
be studied by the scientific method. Care will, of course, be taken to 
eliminate the seasonal and the cyclical factors. The similarity of sales 
to publicity expenditure may then be determined. With these results, 
a forecast of how much should be spent for publicity to secure a certain 
amount of sales could be made. This process should be carried on 
until the standards can be set with reasonable probability of being 
attained in performance and serve as a reasonable basis for judging 
results. This process, of course, takes much for granted; that the 
mediums used are substantially the same “value” ; that the copy is 
comparable; that the service is comparable, etc. Adjustments may be 
made in the data to cover the most glaring features of non-compara- 
bility. It should be understood clearly that interpretation of facts is of 
more importance than the facts themselves and that action on the results 
secured is necessary. A careful study of the facts, as set forth above, 
is necessary for proper interpretation. 

Mr. Garretson ^ says : 

There is no reason why advertised goods cannot be classified into groups 
that are subject to scientific examination, and why every variation and phase 
of the influence of advertising cannot be established for appraisal and study. I 
am convinced that the recorded facts and details of as few as 500 advertising 
campaigns would furnish a committee of unbiased, scientifically trained men 
with the means of making advertising a vastly more certain and beneficial aid 
to modern business. 

Such a study of the data relating to publicity would do much to dis- 
cover the laws of advertising. Individual concerns should attack the 
problem of setting standards for publicity. Cooperation with other 
enterprises would assist materially in the study. 

What relationship exists between the volume of space used in 
publicity and the volume in sales of physical commodities? At what 
point do the best results obtain? These are some of the problems 
that the controller, through his staff, by the aid of the statistical method, 
should be able to attack with the accounting instrument. It should 
be emphasized, however, that in most business problems several fac- 
tors influence the results and that the conclusions reached must always 
be interpreted in the light of these facts. For example, the volume of 

Ubid., p. 58. 
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sales will be influenced by the price, salesmanship, etc., and the volume 
of advertising alone is not a proper criterion. Thus the raw data 
have to be evaluated before adequate studies can be made to determine 
any relationships. It should be said, however, that many of the 
forces at work to produce profits may be isolated for study and an 
evaluation made of the most important factors. 

A standard for the apportionment of publicity effort to various 
territories is important because upon it may depend the success of 
the concern. Possibly the most usual basis for such an apportionment 
is that of sales in prior periods. Another basis in use is that of the 
“potential” market. These bases are opposite in tendency ; the former 
relies too much on the past and the latter relies too much on “normal 
expectations.” It would appear that best results could be secured 
with a combination of these bases. Just what combination to use is a 
question for research and experiment. 

The Publicity Budget. — ^The publicity budget should include all 
the proposed expenditures of the publicity department. It should be 
made out in terms of the organization and be analyzed into an adequate 
classification of expense and asset items. Wherever possible, it should 
be stated in units and prices. 

Achievement Records. — The achievement records should be kept 
so that the basic information with which to compare achievement with 
the budget can be made easily. The exact nature of these records 
will be determined by the individual case. They should conform to 
the requirements of records previously set forth. 

Reports for the Publicity Manager. — ^The controller furnishes 
the publicity manager with important information by means of reports. 
In general, these reports are compiled from information drawn from 
the budget and achievement records. These reports are not, however, 
confined to the budget and expense records kept for the publicity 
department. The scope of the reports will be determined by the require- 
ments of the executives. 

Much information which is used by the publicity manager comes 
from the office of the controller. Much of the research work must 
come from information kept in several departments under the direction 
of the controller. For this reason, the records should be devised so that 
the basic data for the reports can be obtained in a usable form without 
a considerable amount of additional expense. This also applies to 
much of the research and analysis work. 
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Expense reports in terms of the budget should be rendered at 
regular intervals. Significant causes for variation between the budget 
and the achievement should be analyzed and interpreted. The several 
department heads should receive reports of a similar nature covering 
their operations. 

Since the work of the publicity department is closely connected 
with making sales, it seems quite evident that the manager of market- 
ing must consider the influence of publicity upon sales as well as 
direct selling. The publicity manager is likewise interested in the 
comparison of his activities with sales. His reports should compare 
budgets of sales and publicity expenditures with achievement. 

To keep the specific budget allotments under control, a periodic 
report should be prepared from records which show, at all times, the 
status of the budget. If the budget is for a longer period than a 
month, it may not be feasible to allot all oT the expenditures to par- 
ticular budget items because publicity plans for a long time in 
advance are usually not practicable. 

The Reports of the Publicity Manager. — ^Like other executives, 
the publicity manager should render his tentative budget covering 
operations for the budget period and such other reports as the budget 
procedure may require. A number of reports must be rendered as a 
basis for the budget. He should approve the reports of specialists 
that do research in his particular field. On the basis of these reports 
he should render reports to the manager of marketing which give his 
interpretation of the research work. 

The achievement reports which the publicity manager renders form 
the basis for the records kept by the controller relative to the publicity 
function. On the basis of the records and the budget, the controller 
should render his reports on the publicity function. These achieve- 
ment reports come in the form of requisitions for expenses of one 
kind or another, or for the ric^uishirn of fixed assets used by the 
publicity department. 

Accpunting is an important tool for the publicity manager in the 
control of his activities. Much of the information needed for this 
purpose may be embodied in the records of the accounting department. 
To serve the purposes of the publicity manager, however, this informa- 
tion must be more than a classification of expenses. The budget and 
achievement reports must be analyzable in considerable detail. Various 
internal statistical data are also required, the exact nature of which 
is usually an individual problem. 



CHAPTER XVII 


ACCOUNTING AS AN AID TO THE MANAGER OF 
PROCUREMENT 

The Procurement Function. — One of the prime' functions of 
business enterprises is that of procurement. It has to do with the 
acquisition of commodities or services. In many businesses, the acqui- 
sition of a salable product is a task which requires a number of steps. 
Materials must be purchased, received, stored, and shipped. In a manu- 
facturing business these materials must have work done upon them. 
This requires a design of the article to be fabricated, machinery to do 
work upon it, planning to insure the economical manufacture of it, 
and the application of human labor to the manufacturing process. 

A Classification of Business Enterprises — From the viewpoint 
of management control, business enterprises may be classified as 
follows : 

1. Those which procure goods in anticipation of sales. 

2. Those which procure goods only after they have been sold. 

3. Those which procure goods either in anticipation of sales 
or in response to orders. 

Where goods are procured in anticipation of sales, the object should 
be to procure the goods in the most economical manner and have them 
ready for delivery when required. Where goods are sold before they 
are procured, the object should be to plan procurement so that the 
goods may be procured in accordance with proper predetermined re- 
sults. A combination of the two classifications gives the third classi- 
fication enumerated above. 

The Relation of Marketing to Procurement. — ^In a well-con- 
ducted business there is a very close interrelation between marketing 
and procurement. It is a well-recognized fact that best results are 
secured where the concern procures only those goods which can be sold 
on favorable conditions. If the goods can be sold under favorable 
conditions, they may be procured for sale. This implies that the two 
problems should be solved simultaneously. If they are not so solved, 
goods may be procured which cannot be sold at a profit or an attempt 
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may be made to market goods which the concern cannot procure eco- 
nomically. In practice, the principles stated above have been violated 
often. The most usual type of error is to be found in stating the price 
at which goods can be procured and marketed. 

The Functions of the Manager of Procurement. — The chief 
functions of the manager of procurement may be classified as follows : 

1. A director and coordinator of procurement activities. 

2. A student of methods in procurement. 

3. A counselor of the minor departments under his direction. 

4. A member of such committees as the organization has that 
affect procurement. 

This classification of functions is similar to that of the manager of 
marketing. Two of these functions will be discussed briefly. The 
other two functions have been treated previously, and that treatment 
applies here equally well. 

From the viewpoint of management control through accounting, 
the manager of procurement performs important duties in connection 
with his functions of direction and of coordination. As head of the 
procurement organization, he performs the important function of 
directing the activities in the procurement of goods. This implies that 
he must be assisted by an organization, the activities of which, being 
extensive, will require coordination and control. The function of 
direction is understood to mean that which has to do with major 
plans and performance. It is the direction of the work of other 
executives. 

Prudent direction and coordination imply a knowledge of methods 
by which certain results are to be secured. For this reason, the man- 
ager of procurement should be a student of procurement ways and 
means. It would be more accurate to say that he is the major execu- 
tive in charge of ways and means for procuring goods. He must be 
able to appraise the results secured by other executives and to help 
set the task to be performed by those under his direction. This implies 
a reasonable knowledge of the ways and means at their disposal to se- 
cure the predetermined results. Much knowledge of ways and means 
may be furnished by staff men. Technicians may be employed to im- 
prove the ways and means of procurement. Much waste takes place in 
industry because the manager of procurement is not alert to improve- 
ments in methods. Accounting has often served as a tool to point to 
the need of better methods, as discussed below. 
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Organization for Procurement Control. — The need for proper 
organization for purposes of proper accounting control has been 
stressed in previous chapters. To fulfill the requirements for proper 
organization, the Manager of Procurement performs the important 
function of the executive head of the procurement function. Under 
his direction, are a production manager and a facilitation manager. 
See Figure 21. The Manager of Procurement is directly responsible 
to the Chief Executive. A number of employees and staff assistants 
will be required to assist the Manager of Procurement in performing 
his duties. 



Figure 21. Organization for Procurement Control. 

The interrelated phases of organization on a chart are often a mat- 
ter which must be left largely to the reader to surmise. It is important 
to remember that these inter-relationships exist. All of the parts fit 
together and operate to form the business mechanism. Many of our 
corporations are large enough to apply scientific principles of organi- 
zation with very desirable results. In large organizations the questions 
of coordination and control are so important and the benefits to be 
secured from such coordination and control are so great that very large 
sums of money may be expended profitably in accomplishing the desired 
end. The comparatively small concern can ill afford to be without 
adequate methods of control of its operations. For accounting to 
accomplish its highest purpose, the elements of good organization must 
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be present. The manager of procurement forms an important link 
in such an organization. 

Accounting Instruments to Aid Procurement. — Modern indus- 
try makes a very large use of accounting. :Mr. A. H. Church^ says : 

'‘Executive success dej>ends upon three elements : ( i ) recog- 
nition of what facts are truly significant; (2) accurate record 
and convenient presentation of these facts; (3) judicious action 
based on study of the facts. Executive success is therefore 
largely dependent on the function of comparison.’’ 

He uses the word "comparison” in a more restricted sense than the 
w^ord "accounting” is used herein. The instruments of accounting 
provide a means for the expression of what the executive expects to 
do, the success which he has in performance, and the chief significant 
causes for success and for failure in performance. The first phase of 
this work is the budget, and the other phase of the work is the report 
on achievement in comparison to expectations. 

The tendencies which have led to modern management have brought 
with them a demand for information which is "truly significant.” The 
interest of management in accounting is largely confined to a desire 
for information which will serve to predict. Executives are men 
of action. Unless accounting can provide accurate, reliable, and im- 
mediate information to serve as a basis for executive action, then the 
executive must resort to general impressions and intuition. The ease 
with which proper accounting information may be obtained makes 
it uneconomical for an executive to operate without the employment 
of basic accounting information. 

Procurement Research. — Procurement research covers the two 
principal divisions of the work of the procurement manager, and this 
is a part of the larger question of research for executive control. The 
general field of procurement research, in relation to the field as a 
whole, was indicated in the previous chapter. 

The manager of procurement requires prudent research to serve a 
wide variety of purposes. These purposes may be stated as follows : 

(1) To serve as a basis for stating what can be done, and 

(2) To indicate ways and means for getting the work done. 
Executives too often appraise future tasks from an inadequate knowl- 
edge of past results. The weakness of this procedure is that it tends 
to place two performances on a parity while the cases may be quite 
distantly related. For example, an executive may say that he can 

^ The Science and Practice of Management, p. 347. 
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deliver the products called for on a given production program, with 
given equipment and men in a stated period, because he has done so in 
the past. This may neglect entirely the fact that the work could 
be done more economically. Research and experiment, if intelligently 
conducted and performed, serve to assure the executive that the 
methods employed in the productive process may be appraised, are 
controllable, and are fundamentally sound. 

Procurement Capacity. — The manager of procurement is vitally 
interested in the procurement capacity of the facilities which are under 
his direction. This arises from the fact that he must appraise the 
results of those under his direction in the light of the standard set 
for them. The determination of productive capacity is usually a 
question for research, analysis, and expert opinion based on technical 
information. The necessity for definite knowledge of productive 
capacity has been recognized for many years. The procurement man- 
agers of many plants know the capacity of their facilities, as they are 
operated, and they receive daily reports of the capacity used. 

A knowledge of procurement capacity enables the management 
to apportion its efforts so as to deliver required goods in an economical 
manner. This may be illustrated by reference to a concern which 
receives advance orders. These orders may be translated into procure- 
ment capacity. This enables the management to know how much work 
is ahead. A knowledge of capacity to be maintained will indicate when 
specific orders may be delivered and the length of time the bookings 
will keep the plant in operation. This practice is likewise applicable 
to the policy of procurement for stock. 

Productive capacity is usually expressed in units. If several dif- 
ferent kinds of units are employed, it is necessary to express The sev- 
eral units in the form of an index of capacity. Operating performance 
may then be expressed as a ratio of capacity used to total capacity. 
Thus, if a concern has maintained an average of 70 per cent capacity 
for a week, this indicates that 30 per cent of the capacity is not utilized. 
Different methods of computing productive capacity are found in 
practice. The factors which enter into each method should be known, 
if an accurate knowledge is to be obtained of productive capacity. 

One of the important means of control in procurement is a knowl- 
edge of procurement capacity,, potential as well as actual. For this 
reason, the management should be receptive to improvements in ways 
and means of securing better results. Intelligent research and experi- 
ment in this field is of major interest to the manager of procurement. 
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A fundamental approach to this problem is through a knowledge of 
costs. 

Relation of Costs to Procurement Control. — A knowledge of 
\vhat costs probably will be under given conditions is fundamental to 
procurement control. If proper control is to be exercised, the market- 
ing division of the business must know procurement costs in advance 
of operation. On the basis of the procurement cost estimate, the man- 
ager of procurement sets out to procure goods at costs which are at 
least as low as the cost estimates. The utility of standard costs as a 
means of control was indicated in Chapter XL 

The manager of procurement is vitally interested in not only what 
costs will be under given conditions, but also in what they should be 
under different conditions. This calls for research and experiment. 
Standards are relative, and what is standard one year may not be 
standard another year. This results from fundamental changes revealed 
by research and study. On the whole, standards set properly will not 
change often. The chief duties of the management then resolve them- 
selves into the application of executive action to remove controllable 
obstacles so that procurement may proceed in accordance with stand- 
ards. The forecast of procurement costs is set forth in the budget. 

The Procurement Budget. — The procurement budget is used for 
the purpose of coordinating the production and the facilitation budgets. 
The basis for these budgets is found in the marketing budget. The 
sales program sets forth the particular items which are to be sold 
and the rate at which they are to be sold. With This information in 
hand, the production budget and the facilitation budget may be set 
up and the work properly scheduled. 

In setting the sales program, adequate consideration must have 
been given to procurement facilities, else it will have to be adjusted 
to production capacity. In setting the sales budget, an adjustment 
may be made in the direction of increased facilities, increased efficiency 
in the use of present facilities, and the purchase of part of the com- 
modities, or in the direction of a direct reduction in sales. The work 
leading up to the setting of a budget requires careful research, study, 
and planning. The manufacturing end of a business is not usually 
as flexible as the selling end of the business. A few new articles, in 
many cases, may be added to or dropped from a salesman’s line with- 
out disturbing the manager of marketing, but this is not usually true 
in the procurement end of the business engaged in manufacturing for 
stock. For this reason, it may be necessary for the marketing depart- 
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ment to devote its energies to the marketing of the commodities which 
the manufacturing phase of the business can procure best. The 
advantage of placing the major part of the detail work connected with 
the budget upon the marketing function is that this places upon them 
much of the responsibility for changes in the product and in procure- 
ment. The manufacturer is interested in procuring goods while the 
salesman wants to give each customer what he wants. These are 
diametrically opposed and require reconciliation for successful manu- 
facture. Who in the organization is better able to do this than the 
manager of marketing? 

A preliminary budget covering the entire operations of the pro- 
curement function should be made out to cover the preliminary esti- 
mate of sales. After the sales budget is approved, the procurement 
budget should be revised to arrange for the delivery of the required 
goods according to the sales schedule. This must give due considera- 
tion to inventory requirements and the economical procurement of 
goods. 

Procurement Control. — ^The control of procurement is brought 
about by the maintenance of a predetermined equilibrium between the 
procurement activities of the business. This is an important function 
of the manager of procurement. To accomplish this purpose, ways 
and means must be at hand for ascertaining the relation between pre- 
determined conditions and performance. Accounting information 
furnishes to the management the principal tools for securing this 
control, but control comes only through executive action. The pro- 
curement budget sets the goal for action. The performance reports 
indicate the success in performance and the causes for variation be- 
tween the budget and the achievement. Executive action is applied 
to reduce these variations to a minimum. These are requisites to pro- 
curement control. 

Under ideal conditions procurement control would consist of being 
able to deliver the exact quantity of goods desired at a stated standard 
cost without any inventory or without variations in cost. Even if it 
were possible to control procurement in practice, more economical 
results could be secured by a diflFerent method. This may be illus- 
trated by procurement for stock. Usually goods cannot be produced 
as cheaply in small quantities as they can in larger quantities. Pro- 
duction of the most economical quantities is essential to prudent man- 
agement. This usually necessitates production for stock, as in the 
case pf automobiles, foot wear, clothing, etc. Where the goods are 
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special order, as power plants, ships, etc., the most economical quan- 
tity is usually the specific order. Under these conditions, procurement 
control consists of (i) the establishment of a minimum and a maxi- 
mum size lot and (2) the provision of adequate means for enforcing 
these limits. Other phases of this subject are treated in the following 
chapter. 

The Control of Quantity. — Every item to be carried in stock 
should have a minimum and a maximum quantity determined for it. 
Except by executive order, the inventory should be contained within 
these limits at all times. The principal factors to be considered in deter- 
mining inventory limitations are as follows : 

1. The estimated periodic sales. 

2. The rate of sales. 

3. The economic lot size. 

4. The margin of safety. 

Several formula have been advocated for use in the control of inven- 
tory quantities.^ The evaluation of the several factors which enter 
into the problem is a subject for research and for executive decision. 

The means for enforcing inventory limits of particular commodities 
are many. One important way of doing this is by means of the per- 
petual inventory of stock and of requirements. If the stock records 
contain a clear statement of inventory requirements and limits, careful 
clerical work will indicate the stocks which must be replenished. 
Another way to indicate the necessity for additional stocks is by means 
of bin tags placed on the stock. There are several variations of this 
plan. One is to keep a perpetual inventory of quantity on the tag. 
Another method is to place the tag in the shelf on the material that 
indicates the minimum stock. Before any of the stock under the tag 
may be removed or reserved, it is necessary for the storekeeper to 

place an order for additional stock. 

The Control of Quality.— In their desire for greater production, 
many businesses have neglected quality. Radford^ says that when 
quality is controlled, quantity takes care of itself.” Some procure- 
ment managers stress quality by personal inspection at regular inter- 
vals. One concern presents a recent specimen of each product pro- 
duced in comparison with the standard models at every directors’ 
meeting. 

^See, for example, Manufacturing Industries, Vol. XIII, pp. 199 369* 

P* Alford, Management's Handbook, p. 701. 
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Accounting serves as a convenient basis for the control of quality. 
The procurement manager should receive periodic reports which 
show the status of quality maintenance. A number of sources are 
available for the collection of data regarding the quality of a product. 
The ultimate test of quality is use. Failure in use may be due largely 
to failure of quality, as illustrated previously in the storage battery 
case. Usually the inspection methods employed by a concern may 
give reasonably good assurance that the quality of the product is 
standard. A study of the record of articles which fail to pass inspec- 
tion may give some insight into quality. Inspectors are human and 
in many cases pass some articles which are not up to standard rather 
than have too many failures. There is also the question of errors. 
Careful records of reinspection should be maintained and studied by 
the statistical method to ascertain the probable failure of the product 
to reach standard. 

Reports for the Manager of Procurement. — The principal 
means by which the manager of procurement is kept informed of the 
activities under his direction is through reports. The controller fur- 
nishes the accounting reports for the principal executives. The general 
type of budget and performance reports which the manager of procure- 
ment requires are as follows : cost of goods sold and procurement 
profit. These reports should be analyzed in such detail as to show 
performance in comparison with the budget for each organization 
unit under his direction. 

These reports should cover not only a good classification of ac- 
counts but also vital information regarding the efficiencies of each unit. 
It should be understood clearly that the accounting reports should 
contain more than simple budget and performance information if 
they are to be of any considerable value to management. The man- 
agement must rely largely upon accounting reports in the management 
of a sizable business. This implies that the reports should cover 
every significant phase of the work. The information that is “truly 
significant” is largely an individual problem. In general, the manager 
of procurement is interested in reports which show the relation of 
performance to predetermined results and the causes for significant 
variations. The causes for these variations should be analyzed in such 
a way that he may place responsibility fairly. 

The manager of procurement should be furnished with any infor- 
mation that will aid him in the performance of his functions. This will 
generally embody access to all reports to which the manager of market- 
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ing has access. He is vitally interested in cost information and the 
factors which contribute to cost of goods procured. In most businesses, 
control is maintained by advance knowledge of the factors that may be 
influenced by executive action. The manager of procurement is 
directly concerned with only the major phases of this question. The 
details must be left to others under his general direction. 

The controller bases most of his reports to the manager of pro- 
curement on information furnished in the form of ‘"orders.” The 
manager of procurement, as such, is interested mainly in the question 
of whether the sum total of these orders by groups is in conformity 
to the major procurement plans. This may be made more concrete 
by an illustration. Suppose that a concern carries ten groups of com- 
modities in its raw material inventory. The manager of procure- 
ment would be interested in knowing what constitutes a balanced stock, 
the minimum and the maximum stock requirements for each group of 
commodities, the budget for each group of commodities, and the status 
of performance in comparison to the budget and other standards. This 
enables him to appraise results and to plan for the future. 

Reports of the Manager of Procurement. — The preliminary 
and revised budgets are the principal reports rendered by the manager 
of procurement. A large part of the information secured by the 
accounting function, with reference to procurement, comes to it in 
the form of minor records. These records are known as “orders” or 
“requisitions” of one kind or another. These detailed orders are a 
part of the regular routine of those under his general direction and 
do not require his attention. 

In the performance of his duties, the manager of procurement will 
require access to much of the information which those under his general 
direction and other executives require frequently. For logical treat- 
ment, these questions must be discussed elsewhere. 



CHAPTER XVIII 


ACCOUNTING AS AN AID TO THE PRODUCTION 
MANAGER 

Production Defined. — Among writers on business subjects there 
has grown up a usage of the word '^production’’ to mean the design 
of commodities, the provision of physical equipment for manufactur- 
ing, the planning of manufacture, and the performance of the manu- 
facturing operations. It is in this sense that the word "production” is 
used here. 

Organization for Production Control. — For purposes of coor- 
dination and control, the main divisions of the production function 
must be headed by a responsible head. Mr. Lee Galloway ^ says : 

Specialization is only one-half of the cause of modern industrial develop- 
ment. Coordination is the other half. A modern, highly specialized business 
enterprise would be as helpless as a jellyfish, if it did not have its specialized 
activities controlled and coordinated by a highly developed office. 

According to the principles of organization previously set forth, the 
production activities should be coordinated by a production manager. 

The production function is one of several equally important func- 
tions in a business. The business as a whole should be a coordinated 
mechanism, each part working in complete harmony with the other 
parts. For purposes of analysis and treatment, these functions are 
segregated, "but the task the concern is established to perform has 
no beginning — all middle — no end.” ^ 

In Figure 22, the principal executive who exerts a major coordi- 
nating influence is the manager of procurement. The production 
end of the business is coordinated by the production manager, who 
has under his direction the managers of the four basic phases of the 
production function; namely, design, equipment, planning, and 
operation. 

Procurement Control. — The several activities under the direction 
of the manager of procurement require coordination and control if 

^Office Management, p. 8. 

^H. S. Dennison, Bulletin o£ the Taylor Society, Vol. IX, No. 3, p, loi. 
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best results are to be obtained. The production function is not com- 
plete within itself. The planning function is not complete within itself. 
The planning function, under the immediate supervision of the pro- 
duction manager, cannot be most effective unless its activities are co- 
ordinated properly wdth the functions of the facilitation manager, 
discussed in the chapter following. The coordination of these various 
activities, and others, is called ^‘production control” by many writers. 
Here, too, no uniformity exists ^ in defining “production control.” As 
used in this treatise, procurement control consists of the ways and 
means for coordinating and controlling the procurement and other 



Figure 22. Organization for Production Control. 


closely related activities of the business. The law of production con- 
trol as set forth by Mr. Alford is stated as follows : 

The highest efficiency in production is obtained by producing the required 
quantity of product, of the required quality, at the required time, by the best 
and cheapest method. 

Because of the wide scope of production control, the subject as a whole 
is treated under various headings in Part V, and other parts of this 
book. 

The Production Budget. — ^The basis for the production budget 
is that of the budget of goods to be sold and the inventory budget. 

^ See Bulletin of the Taylor Society, pp. 260-283, and Manufacturing Industries, 
Vol. XIII, p. 25; also Vol. XI, p. 271, Management and Administration^ Vol. VIII, 
p. 463 and Vol. IX, p. 253. 
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This must be qualified to provide for only those goods which are 
produced by the concern. Goods which are purchased are considered 
a part of the facilitation budget. The production budget should be 
composed of a major and four principal minor budgets, to follow the 
line of organization. These budgets should be drawn up so as to 
cover an adequate classification of accounts — asset as well as expense 
or cost accounts. The particular classification of accounts will depend 
upon the requirements for each business. 

In setting up the accounting procedure, care must be exercised to 
see that the items contained in the budget of each official are subject 
to his effective control. The manager of operations, for example, 
will have effective control of the wages and production of those engaged 
in operations. By effective control is meant the ability to influence 
or to control within certain limits. More specifically, it refers to varia- 
tions from standard or predetermined results. Variations may occur 
in the budget of one official for which another official was responsible. 
For example, wages may be in excess of standard on a particular opera- 
tion because of poor equipment, and poor equipment may be the result 
of poor design, etc. The operating function, or the workmen and 
executives who compose it, is not K^onsible for the material used 
for production, its quality or delivefy date; the equipment provided 
and its maintenance ; and route through which the materials must pass 
in production ; nor the type of work to be done upon the materials. The 
necessity for and the method of placing responsibility have been dealt 
with in previous chapters. A consolidation of the minor production 
budgets forms the basis for control by the production manager. 

Where goods are produced to order, the principles of budget 
procedure are essentially the same as where goods are produced for 
stock, but in many businesses the ability to forecast accurately is dif- 
ferent. The forecast of sales should give a working plan for the 
use of production facilities. The marketing function should then 
endeavor to sell the plant capacity in accordance with plans, as far 
as possible. The policy of the management regarding rush orders 
should be understood clearly and adhered to strictly. If the schedule 
can be revised without undue loss or failure to deliver other goods, rush 
orders may result in profitable business. 

Production Records. — The principal records used in the control 
of production are accounting records of one kind or another. The 
devices used for tlie presentation and interpretation of the data are 
essentially accounting tools. Cost accounting records serve as a base 
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for the control of production. Every expenditure of money (or effort) 
should have its supporting documents. These documents are not 
considered by some executives as being strictly accounting data, but in 
the nature of statistical and other documents. It should be remem- 
bered, however, that accounting must concern itself with basic data. 

To illustrate : a deed to land and drawings of the buildings thereon 
form a part of a first-rate accounting voucher. Accounting is inter- 
ested in more than a knowledge that $50,000 has been expended for 
equipment. The nature of some accounting reports, and the way in 
which accounting data are often recorded for convenience, serve to give 
a false idea of the full extent of the knowledge demanded of proper 
accounting records. Basic accounting data consist of an adequate 
knowledge not only of how much time and money have been expended, 
but also of the manner in which the 'labor and overhead’’ were ex- 
pended and the results secured. This requisite to proper accounting 
records was advocated by Taylor in his ‘'Shop Management/' and has 
been further emphasized by Gantt, Emerson, Williams, and others. 
The term ‘'record” is often used to indicate the written account of 
performance data only. It is used in this treatise to cover any data 
relating to accounting which are reduced to writing, or other means 
of communicating information, as the chart, the graph, the requisition, 
and other records which contain basic accounting information or its 
summarization. Some of the most important basic records are dis- 
cussed below. 

Production Reports. — Production records contain a multitude of 
details. One purpose of production reports is to analyze, to classify, 
and to condense this information in such a manner that it will carry 
a message to the executive and others. These messages may be of 
many kinds. For basic management purposes, reports consist of show- 
ing what has happened in comparison to what was expected to happen 
and in explaining the causes for the important variations. Certain 
kinds of reports may be limited to any one of these three fields ; namely, 
predetermination, performance, and variations between them. 

Production executives require many kinds of “statistical reports.” 
That is, more accounting information than the majority of treasurers 
are interested in. Internal statistical reports are of so varied a nature 
that no two of them may be alike in different businesses. 

The reports for the production manager consist of budgets and 
performance reports for the principal executives under his direction. 
He views the production problem as a whole. His reports must assist 
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him in visualizing the problem, if they are to be of any utility to him. 
What tasks were to be undertaken by each executive under his direc- 
tion and how were they met ? What should each executive do during 
the coming period? These and other questions are fundamental to 
the production manager. The performance reports are chiefly cosr 
information. The management cannot exert the most influence upon 
cost unless it is known what the cost should be, before the work is 
started. Reports must be available to show the progress or status of the 
work at proper intervals. Thus, the executive practically is kept in 
continuous touch with performance, and has ample time to correct un- 
favorable trends where executive action can remedy the situation. 

The reports for the executives in charge of design, equipment, 
planning, and operation are of somewhat similar character to the 
reports for the production manager. The principal difference con- 
sists of the supporting detailed analyses which are characteristic of 
the reports for those close to the work of production. The production 
manager may have need for detailed analyses, in some cases, but in 
general this is the work of those under his direction. In many cases 
the manager of operations, for example, needs to know every sig- 
nificant detail connected with the performance of work. The records 
may be analyzed so as to show the contributing causes for failure 
to attain standard in performance. In this manner the executive is 
able to exert his influence upon the specific difficulty and to remedy 
the situation, if all of the work has not been done. The principal 
accounting reports rendered by the production executive are the 
preliminary and final budget, and the detailed requisitions used for 
accounting and production purposes, such as are connected with 
the master schedule. 

Accounting to Aid the Design Engineer. — The design engineer, 
like all other officials, is vitally interested in the budget which he assists 
in setting, and in the performance records and reports covering his 
work. Such records and reports should be suitable for his use and 
be used in a judicious manner. The design engineer receives orders 
to design certain equipment through executive channels. This work 
may call for the origination of equipment, etc., or the application of 
recorded experience to the solution of the problem. Properly applied 
accounting may do much to assist in this work. The experience of 
other firms may be drawn upon liberally. The various recorded data 
may be studied and the facts secured thereby may enable the engineer 
to design equipment that is best suitable to the needs of the business. 



PLANT LEDGER 



Form 5. Perpetual Inventory of Equipment. (Accounting for Fixed Capital Expenditure.'!, by Melvin F. Wagner, 
National Association of Cost Accountants Bulletin, Feb. 15, 1929, p. 757.) 
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If the accounting data that are available to many business are studied 
properly before the design work is started, many costly mistakes will 

be avoided. 



MACHINE PARTLY-TOTALLY DfSABLED 
PARTS BROKEN OR WORN 


CAUSE OF BREAKDOW] 


WOTRKIN MACHINE AT TIME 



Form 6. Repair Order. (Shop and Office Forms, p. 73, Wallace Clark, McGraw- 

Hill Book Co.) 

Accounting to Aid the Equipment Engineer. — That which was 
said about profiting from past experience in comparison to expecta- 
tions, applies to many phases of management. The equipment engineer 
can use this type of information in performing his duties. If equip- 
ment has to be built, cost information may assist in getting the work 






ACCOUNTING AS AN AID TO PRODUCTION MANAGER 289 

done in an economical manner. Such information may enable the 
management to decide whether or not such equipment could not be 
more economically purchased elsewhere. 

xA perpetual inventory (Form 5) of the plant and equipment will 
furnish the management with significant information regarding the 
plant investment, the performance of the equipment, its general state 
of maintenance, and other information. The Repair Order (Form 6) 
is another useful record. The expense connected with repairs will yield 
vital information to the management if significant items are entered 
upon the inventory cards. One manufacturer used such information, 
among other things, for detecting careless operators. The procedure 


MANUFACTURING OFFICE 








DATE 


REQ. NO. 

PLEASE FURNISH THE FOLLOWING: | 

QUANTITY 

PART NO. 

PART NAME 

DATE WANTED 



SIGNER 


WE EXPECT TO 

DELIVER ABOVE ON MANUFACTURING ORDER NUMBER. 

— 


SlfiNEn 

1 B7-5M -10-24 

REQUISITION FOR MANUFACTURE 

MM 

1 


Form 7. Requisition for Manufacture. (Shop and Office Forms, p. 49, Wallace 
Qark, McGraw-Hill Book Co.) 

for placing responsibility for breakage is discussed elsewhere.^ If the 
operator were responsible for, or caused excess breakage, the man- 
agement could investigate and apply executive action. A budget for 
repairs, together with intelligent executive action, may assist materially 
in lowering the losses due to breakdowns and excessive maintenance. 
Wherever feasible, standards should be established for these items. 
Records and reports covering these data should be available for the 
management at regular intervals. 

Accounting to Aid in Planning* — Planning seeks to combine 
materials, labor, and overhead in the most economical manner to obtain 
the goods desired in the required time. Recorded experience in com- 
parison to plans and causes for variations is vital information to any 
^ Chapter XIX. 
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well-conducted planning department. The most economical methods 
of doing work should be ascertained and used whenever feasible to 
do so. This emphasizes the necessity for recording plans and experi- 
ence in such manner that it becomes an integral part of the accounting 
system. 

The requisition for manufacture (Form 7) is an order to manu- 
facture specified goods. When such a requisition is received, the 



Form 9. Route Sheet. (Management's Handbook, p. 636, L. P. Alford, Editor, 
George D. Babcock, Contributor.) 

planning department immediately translates this order into produc- 
tion terms; namely, materials, equipment, and men. Materials must 
be reserved, if in store, or ordered if not in store. Material requisi- 
tions (see Form 2) should be filled in properly to insure delivery of 
the materials at the required time and place. The master route schedule 
(Form 8) must be consulted to ascertain when the required opera- 
tions can be performed. The work connected with this phase of 
planning is called routing. A route sheet (Form 9) should be 
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made out to show the operations that must be performed. The work 
is scheduled on the master schedule and an instruction card (Form 10) 
made out. The production card (Form ii) is used to record the 
pay-roll time at the various stages of operation. Records should be 
provided also for reporting overhead expenses, idle time of men, and 
productive capacity.^ 


INSTRUCTION 

CARD 


DETAIL tNSTRUCTtOKS 


Change card at window 
Take to window 
Set ap drill press an*. 
I select tools 

! Assemble fixture to c 
! land cap and fixture • 
Spindle down and loca 
1 DRILL ast ?47 hole) , 
; Move cap, spindle do-.# 

I and locate 
! DHILL(£nd #47 hole) 

I Remove fixture 
j land cap in pan 

Get card signed 
Take to window 



Allowance! 
PI)EPARATipN 

i' . I 


,79 Min. fEand InglTlni©) ajt Ii >89 

Time, per, piece l.Od 



Form 10. Instruction Card. (Time Studies, p. 218, Dwight V. Merrick, Engineer- 
ing Magazine Co.) 

Accounting to Aid Operations. — The well-conducted planning 
department furnishes all the necessary forms to the operating depart- 
ment for its usej so that the operating department is relieved of much 
detail connected with the provision of accounting and operating 
information. Operating time, output, materials used, and other data 

^ Other important records are also used. Illustrations of the principal records may 
be found in Shop and Office Forms, by Wallace Clark; and Management’s Handbook, 
by L. P. Alford. For further illustrations, consult the bibliography. 
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are necessary for intelligent operation. These data form basic account- 
ing information and are furnished largely by” the operating unit. Addi- 
tional materials, tools, etc., must be secured sometimes. Credit slips 
are required for the return of stores. The planning department can- 
not make exact provision for every” contingency so that records for con- 
tingent items must be provided by foremen or other designated persons. 
Operating reports, based upon results in comparison to standards, 
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Form II. Production Card. (Shop and Office Forms, p. 54, Wallace Clark, 

McGraw-Hill Book Co.) 

provide the management with significant information regarding oper- 
ations and variations from standard. The manager in charge of op- 
erations is interested vitally in variations from standard, because it is 
his function to reduce these variations to a minimum. The efficiency 
of the management engaged in operation is determined largely by its 
ability to have the work carried out in agreement with plans and 
standards. Executive action should be directed to remove any causes 
that hinder performance in operation. An efficient management re- 
duces these variations to a minimum. 



























CHAPTER XIX 


ACCOUNTING AS AN AID TO THE FACILITATION 

MANAGER 

Facilitation Defined. — The two broad functions of procurement 
have been designated as production and facilitation. This latter phase 
of the work coordinates the procurement activities other than those of 



Figure 23. Organization for Purchasing Control. 


production. These activities do not consist of every phase of “facili- 
tation” in its broadest meaning. The facilitation function, as the word 
is used herein, is meant to include those activities which have to do 
with intelligent buying, inspection, storing, and traffic. The scope 
and limitations of these functions will be discussed below. 

Organization for Facilitation Control. — In conformity with the 
principles of organization set forth previously, the broad facilitation 
functions are coordinated and directed by a manager. In Figure 23 the 
facilitation manager is shown as the executive head of the facilita- 
tion function. The functions of purchasing, inspection, storing, and 
traffic are each headed by an agent. In a sizable business these several 
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functions may require further subdivision to serve their purposes best. 
In making this subdivision, care should be exercised in defining the 
duties assigned to each subdivision so that the duties will follow along 
as clearly distinct lines as conditions permit. The aid of staff tech- 
nicians may be required to furnish vital information upon a variety 
of subjects in which the facilitation manager and those under his di- 
rection may be interested. 

Buying as a Facilitation Function. — The functions of purchas- 
ing are a part of the broader phases of facilitation. The work con- 
nected with buying relates mainly to the securing of prices, the 
placing of orders, the follow up of orders, and the adjustment of 
claims in connection with such orders. The principal “paper’’ work 
connected with the facilitation function is strictly accounting and should 
be treated in a similar manner to that indicated in connection with 
marketing. 

A considerable amount of work must be done in buying through 
written instruments and records which may not be strictly related to 
accounting. For example, the maintenance of the catalogues of sup- 
pliers, of price cards for commodities, prices paid for particular goods, 
the follow-up procedure, and the adjustment of claims are not strictly 
accounting functions. Many questions relating to these phases of 
buying are interrelated with, or form an integral part of, accounting 
in its larger implications. Considerable waste takes place in business 
because of duplicated accounting work done in connection with the 
facilitation function. This may be avoided largely by the proper co- 
operation betw^een the accounting function and tlie facilitation function 
and proper accounting methods. 

The purchasing agent places orders for only those articles which 
are called for by the production schedule (or requirements) and the 
schedule of requirements for other phases of the business. Under 
a comprehensive budget procedure, the nature of the goods to be 
bought is specified. This leaves the buying agent free to place the 
orders so as to interpret the buying policy of the concern to the best 
advantage. To illustrate: if the requirements for the major items 
are known in advance, the purchasing agent may secure the goods at 
advantageous prices if advance orders can be placed immediately 
before or while prices are rising and the goods consumed before prices 
fall. Quantity and/or contract buying is also possible. 

As far as practicable, goods should be bought on specifications. 
The purchasing agent must consider not only specifications and prices, 
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but also delivery dates, the reliability of the vendor, transportation 
costs, and other factors. 

Inspection as a Facilitation Function. — Inspection is defined as 
the art of comparing goods with certain standards for those goods. 
Inspection is carried on, to a degree, by most operators. As the term 
is used in this treatise, it refers only to the work of an agent or other 
employee engaged in the special task of inspection. There are several 
stages at which inspection may take place, the most important of 
these are; 


1. Inspection of goods purchased. 

2. Inspection of goods entering manufacture. 

3. Inspection of goods in process. 

4. Inspection of finished goods, and 

5. Inspection of goods shipped. 

Writers treat the subject of inspection in a variety of ways. The 
most logical place for the performance of this function seems to be as 
a separate unit of the facilitation department. Some writers think that, 
for certain concerns, the inspection function should be directly under 
the control of the procurement manager or, in some cases, the chief 
executive. In a sizable concern, this would be poor organization for 
reasons set forth previously. Fundamental functions should be kept 
separate in assigning duties, as far as this is possible. 

Goods may be inspected for a variety of purposes, among which 
may be mentioned: quantity, or number of units; quality, or physical, 
chemical, or other properties of the goods, as color, fiber, grain, or 
finish; dimensions, or accuracy of fit, form, or other , dimensional 
quality. The work of inspection may be divided according to purpose, 
according to stages or a combination of these. This latter phase is 
the one treated here. 

Inspection of goods purchased is concerned primarily with the re- 
ceipt of goods which have been bought from vendors. When goods 
are received they should be checked for quantity by the receiving agent. 
Accounting methods differ widely in respect to the receiving of goods. 
The best practice seems to require the inspector to indicate on an 
invoice, on which prices and quantity are omitted, the number of 
pieces received. This invoice is compared with the original invoice 
and the purchase order to see if they agree. Identification tags are 
attached to the goods. As soon as the receipt is proved with the 
purchase order, the goods are given such other inspection as the pro- 
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cedtire of each concern requires. For example, coal used for heating 
purposes may be tested for heat units and other chemical properties, 
as sulphur, fuel, etc., that will not burn in particular furnaces. 

Goods are sometimes damaged in storage so that before they enter 
into the manufacturing process it may be necessary to inspect them. 
Many types of goods, materials, or stores should be inspected carefully 
at this stage to insure best results in manufacture. Chemicals, for 
example, are sometimes of a nature that the constituents change. Steel 
may rust and be rendered unfit for specific uses. 

In modern manufacture, many kinds of goods are inspected at 
frequent intervals in the process of operation. Such inspection is often 
a requisite to the control of quality and may serve as a vital link in 
accounting for wages. The use of highly accurate machines and proper 
inspection may serve to bring the parts to assembly so that few parts 
fail in assembly through any defect of the parts. This may be said 
also for parts produced by highly skilled piece w^orkers. After the 
goods have been assembled they must pass final factory inspection 
before they go into the stores. Before goods are shipped they often 
require final inspection to see that they are in proper condition and 
packed correctly. 

Storing as a Facilitation Function. — Not only must goods be 
bought and inspected, but they must be stored also before the fabri- 
cation process starts and after it is finished. It also consists of the 
storing of tools, equipment, small stores, etc., that may be removed 
easily. As the term is used here, it includes: 

1. Raw materials. 

2. Semi-finished parts. 

3. Finished parts and finished goods. 

4. Small stores. 

5. Tools and equipment, easily movable. 

6. Protection and care of stores. 

7. Packing, shipping, and delivery. 

In a large business, this phase of the work will require subdivision 
and specialization. Writers have devoted books to several phases of 
storing. From the viewpoint of accounting and of management con- 
trol, the subject may be treated as a whole. 

Traffic as a Facilitation Function — Traffic has to do with the 
documentary work connected with shipping goods. The traffic de- 
partment is vitally interested also in the classification and description 
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of shipments; routing shipments; packing methods; rate quotations; 
verification of rates, etc., to insure accuracy of payment; claims for 
loss, damage, and overcharges; tracing shipments; preparation of bills 
of lading ; the prevention and handling demurrage claims and charges, 
and rate structures and practices. It is concerned with inbound as 
well as outbound shipments. The exact nature of the work to be 
performed by the traffic agent will depend upon the nature of the ship- 
ping problem and questions of internal organization. For this reason, 
the treatment here is confined to the functional viewpoint. 

Facilitation Control. — The basis for the control of the facilita- 
tion function is the budget and ways and means for making it effective 
in use. Each separate unit under the direction of the facilitation 
manager requires the assistance of accounting methods which are 
somewhat different from the other units. The facilitation manager 
is able to apply executive action so as to keep the several phases of the 
work in harmonious working relations with each other. These rela- 
tions are recognized in the tentative budget and authorized by the 
approved budget. Records and reports are necessary to keep the man- 
agement informed of the progress of the work and to indicate, in 
many cases, where executive action is needed to keep the several 
phases of the work coordinated. 

Records for the Purchasing Agent. — The work of the purchasing 
agent may be grouped into four main stages and a record provided 
for each stage of the work. First, he must be informed of the goods 
wanted. A ''requisition for purchase’’ should be presented to him as 
the basis for the purchase. The requisition may be authorized by a 
production schedule, the maintenance unit, the balance of stores clerk, 
or some executive. The procedure should be set forth clearly in the 
standard practice instruction book. Second, a record of some con- 
venient kind should be kept to enable the agent to determine easily 
where the goods may be obtained. A commodity card index may be 
kept for this purpose. These cards may refer also to the catalogue 
file. Third, the agent must select the concern from whom the goods 
are to be bought. A request for quotation record should be main- 
tained in convenient form. These quotations should be compared by 
the use of a concise record and the vendor indicated thereon. Fourth, 
the purchase order serves as a convenient record for the order. A 
follow-up record is also a valuable part of the purchasing agent’s 
equipment. Other records are to be found in use in particular busi- 
nesses. 
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The requisition for purchase and the purchase order are important 
accounting documents or records. The basic information \vhich each 
of these documents should contain is as follows : 


Requisition for Purchase 
Serial number 
Date 

When goods are wanted 
To whom delivery requested 
Specifications 
Quantity and quality 
Signature of requisitioner, duly ap- 
proved 

Account to be charged. 


Purchase Order 
Serial number 
Date 

When goods are wanted 
To whom delivery requested 
Specifications 
Quantity and quality 
Signature of purchasing agent, duly 
executed 

Prices to be paid 
Route. 


The requisition for purchase serves as an order for the purchasing 
agent while the purchase order serves as an order for the vendor. The 
particular procedure to be followed is largely a matter for the indi- 
vidual firm, so long as the principles are satisfied. That is, these docu- 
ments should give adequate and reliable information for the purposes 
of management and accounting. The purchasing and the inspection 
agents and the accounting department should have adequate copies for 
their purpose. 

Records for the Inspection Agent. — The principal records neces- 
sary to aid the inspection agent to perform his functions are as fol- 
lows : the inspection order, purchases exception blank, inspector’s re- 
jection order, and other special records. 

The method of inspecting and accounting for goods received was 
indicated above. Records should be provided for further inspection 
and tests. These inspection records should show the goods that pass 
inspection. This may be done by character checks made upon the 
purchase order and the inspection order, which are compared as the 
goods are inspected. The inspection order is an exact copy of the 
vendor’s invoice. Significant variations between the two should be 
stated, and the record should provide ample means for identifying the 
vendor’s invoice and the purchase order. Goods which are being in- 
spected before entering manufacture may be recorded in a similar 
manner, except that a requisition for stores is used instead of an 
invoice. 

The inspection of goods in process, finished goods, and goods 
shipped may be reported by means of a record which shows the goods 
which have passed inspection at each stage of the work, which goods 
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have failed to pass inspection, and the reason therefor. The causes for 
failure to pass inspection should be assigned by the inspector to its 
proper sources. This failure may be due to one or more of a number 
of causes, some of which are: fault of the instructions, fault of the 
materials, fault of the operator, fault of the machine, tools, and other 
reasons enumerated previously. 

Records for the Stores Agent. — The principal records used by 
the stores agent take the form of orders and requisitions. As soon as 
inspection is completed the goods pass into stores from which they 
are issued against properly drawn requisitions. Since the stores are 
varied in nature and are to be used for a variety of purposes, it is 
necessary that the requisitions should recognize (i) goods to be 
charged to orders or processes; (2) small stores to be charged to 
orders or to processes or to overhead expense ; ( 3 ) tools and equipment 
kept in store; (4) goods sold; (5) goods damaged, obsolete, or 
which for some reason should be charged olf to some expense account. 
The bookkeeping and accounting features connected with these requisi- 
tions are treated elsewhere.^ 

The records dealing with the expenses connected with the work 
of the stores agent take the form of wage records, vendor’s bills, etc., 
which are duly approved by the designated officials, paid and charged 
by the accounting department to accounts operated for the stores agent. 
This is true likewise for certain types of expense records for each 
executive in the facilitation department. 

Records for the Traffic Agent. — The principal accounting records 
used by the traffic agent, which originate with him, are: the bill of 
lading for outward shipments and claims for losses, damages, and 
overcharges connected with transportation. Records which originate in 
other departments and require traffic information are generally sent 
to the traffic department for the necessary information. Much of the 
information kept in the files of the traffic department is not directly 
related to accounting information. Such information does, however, 
enter accounting records in one form or another. To illustrate: rate 
(tariff) books are used in cj[uoting rates and in checking bills. The 
classification and description book is used in connection with the rate 
book to secure the lowest rate practicable.' 

Executive Reports. — ^The several records used by the manage- 
ment in the daily conduct of business form a detailed account of the 
operations. A multitude of details tend toward a lack of ability to 
"Chapter XXVIII. 
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determine significant general trends. One purpose of a report is to 
present a summari2ed and classified analysis of many details in such 
manner that '‘truly significant'' information is obtained. The exact 
nature of the information that should be available to the facilitation 
executives is a subject for study and evaluation in each particular case. 
Something of the general nature of these reports may be indicated. 

Each executive is interested in a report showing, in comparative 
form, the relation between his expense budget and his expenses with 
proper indication of significant variations. The same type of report 
should be available for significant items forecast. Following are 
some of the most important of these reports. 

Purchasing Agent’s Reports. — The budget of sales is translated 
into its constituent parts, from a production standpoint, by the pro- 
duction department. The purchasing agent, assisted by technicians, 
forecasts the prices at which the commodities can be purchased when 
required. This forecast gives due consideration to the general policy 
of forward buying, etc. A general idea may be gotten of certain 
phases of the agent’s efficiency by comparing* the relation between the 
forecast of prices, the prices paid, and the price quotations given by 
recognized publications. Such a report upon the principal items pur- 
chased may be prepared easily and furnished to the management with 
other significant information. Indices of the principal items required 
may be constructed for the purpose of a reasonably accurate com- 
parison of these three items; namely, forecast of prices, actual prices, 
and price quotations. 

Inspection Agent’s Reports. — ^The records prepared by the in- 
spection department should be summarized to show the goods in- 
spected. Goods accepted, goods rejected, the causes for rejection, 
and the placement of responsibility for rejection are significant facts 
which should be reported. The inspection agent, assisted by techni- 
cians, may be able to render an important forecast of the failure of 
goods to pass inspection. Such a forecast for particular goods will 
enable the planning department to make reasonably accurate allow- 
ance for failures. This forecast will also enable proper allowance 
to be made in cost computations and in salvage and reclamation work. 

Stores Reports. — The stores agent and higher officials require 
some knowledge as to the work performed by the stores organization. 
Statistical knowledge of the receipt and the issue of the several classes 
of goods and the classes of work performed by the department should 
be significant information for the management. In like manner, re- 
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ports on the breakage, damages, and obsolescence of stores serve impor- 
tant management purposes. 

Traffic Reports. — In a sizable concern, the money disbursed for 
transportation may be a significant item in the expenditures of the 
concern. Careful research and study may indicate that large savings 
can be made in these costs. A forecast of costs for inbound and out- 
bound shipments should be made and compared with performance. 
This may be done in such manner as to emphasize the necessity for 
and the advantage to be derived from improvements in methods. A 
forecast of shipping losses, damages, and overcharges, together with 
performance reports, may be instrumental in emphasizing the necessity 
for a variety of changes. To illustrate: a pottery manufacturer had 
suffered considerable losses in shipping for a number of years. Better 
packing reduced these losses, but they still amounted to a considerable 
sum yearly. A thorough study of the situation revealed that a slight 
change in design would possibly reduce the loss by over fifty per cent 
and without an increased production cost or detracting from the 
design. The change also promised to increase the life of the article in 
use, all of which was realized, to the advantage of the consumers 
and the manufacturer. 

Internal statistical information relating to the other services per- 
formed may be of considerable utility, if reported properly. Some 
of this information relates to route information, rate quotations, 
bills of lading furnished, bills audited, claims made, claims allowed, 
and claims in process. This information should be of value in apprais- 
ing the' work of the traffic department. 

Relation between the Facilitation Departments. — ^The relation 
between the facilitation departments must be one of harmony and full 
cooperation, if best results are to be secured. The close interrelation 
of duties is such that chaos will result unless cooperation exists. To 
illustrate: the inspectors may cause serious disruption of the work of 
the facilitation department by too rigid or too lax inspection of goods 
while in the possession of the facilitation department. To avoid this 
and other dangers of non-cooperation, the duties of each official and 
employee should be stated clearly in the standard practice instruction 
book of the particular business, and adhered to by all. 

Reports for the Facilitation Manager. — The principal reports 
for the facilitation manager should be in the form of a combined 
budget and performance report for each executive under his direction. 
This helps him to view the work as a whole. Any additional infor- 
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mation may be secured from the more detailed reports of the minor 
executives. Special reports are required sometimes to cover phases of 
the work not considered of enough importance previously to warrant 
a special feature in the reports. 

Hourly, daily, or other short periodical reports are required often 
to cover certain phases of the work. Monthly reports serve a highly 
useful purpose, but for the purpose of executive action these reports 
may be too late to influence results. To illustrate : one concern issues 
an hourly report to certain of its executives which shows the status of 
the work in process; that is, the work ahead of the inspectors, the 
goods accepted and rejected by the inspectors. They know also the 
status of the inventory. This enables them to apply the proper ex- 
ecutive action in a very short time after performance falls short of what 
they expect. They know the requirements for each phase of the work 
and can take the proper steps to see that nothing within their power 
interferes with production. This procedure helped to double produc- 
tion in a short time. A somewhat similar procedure enabled the Holt 
Manufacturing Company ^ to maintain work on an exact schedule, es- 
tablished five months ahead, for more than two years without failure. 

^ See Bulletin of the Taylor Society, Vol. IX, p. 260. 



CHAPTER XX 


ACCOUNTING AS AN AID TO THE MANAGER OF 
PERSONNEL 

Organization for Personnel Control. — For purposes of analysis 
and treatment, personnel work may be divided along lines which a 
sizable concern may require for best results. The general title, man- 
ager of personnel, is used to indicate the executive in charge of the 



Figure 24. Organization for Personnel Control. 


broad function of personnel. Figure 24 shows the manager of per- 
sonnel as an executive who is coordinate in authority with the man- 
ager of marketing and other executives mentioned previously. The 
employment manager and the training manager each has his respec- 
tive sphere of activities, which are coordinated and controlled by the 
manager of personnel. In some businesses the personnel work may 
be of such a nature that each of these departments may require further 
expansion and new departments added. From the accounting and 
the management points of view, the several phases of the work may 
be performed by an expansion of the personnel of the organization. 
The interrelations of personnel work to other phases of management 
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should be recognized clearly. For example, the functions of account- 
ing and the work of the accounting department must be recognized. 
If this is not done, the functions of accounting will be performed 
largely by other than the accounting department. The same is true of 
other phases of management. .Such staff assistance as may be desired 
may be supplied as conditions require. 

The Relation of Accounting to Personnel Management. — 
Accounting in its broader phases may serve to aid personnel manage- 
ment in the performance of its functions. Accounting, by its very 
nature, is destined to be of much utility in establishing the science of 
the various phases of management. The trial and error process in 
business, if conducted properly, has a very large place for accounting. 
Through the accounting tool, results may be forecast, the results 
recorded, and the reasons for any discrepancies determined. Manage- 
ment originates, but without the aid of proper accounting a scien- 
tific basis for deduction is absent. Without proper accounting the 
management may originate ‘Mown” as well as "‘up”; that is, the 
results of good experience may not be fully appreciated and utilized, 
or vice versa. 

There is no uniformity of opinion among controllers and personnel 
managers as to their relationships. In like manner, there is no agree- 
ment as to the differentiation between personnel records and between 
accounting records. The controller seems to be contented, in many 
cases, with “treasurer's information”; that is, information to support 
payments of money. This seems to be a very narrow point of view. 
When it comes to cost accounting, the alert controller can immediately 
see that he is vitally interested in all phases of “cost accounting.” If 
he could show that large wastes resulted because labor costs deviated 
from a reasonable standard, he would be well pleased with his work. 
The same would be true if a similar finding could be made in respect 
to materials and to equipment. 

Since accounting is interested in explaining causes for variation 
in cost, it must interest itself in all the basic information that will aid 
in explaining variations from standards. Accounting is interested also 
in standards. These relationships indicate that accounting is closely 
interwoven with personnel management. It is vitally interested in those 
phases of personnel work which affect standards and records, as well 
as their substantiation, presentation, and interpretation. In practice 
many records are considered as strictly personnel records, while in 
their strictest sense, they are necessary accounting records. To illus- 
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trate : a doctor’s examination record before an employee secures em- 
employment, as well as later, may greatly affect the liability of the 
concern in a case involving compensation for industrial accidents and 
diseases. Other illustrations could be cited to show that accounting is 
so closely interwoven with many phases of personnel work that the 
mere record of financial facts is hopelessly inadequate accounting in- 
formation. 

The Relation of Accounting to Personnel Specifications. — 

Personnel management is vitally interested in job analysis and person- 
nel specifications, though this work is not a true personnel function.^ 
It should, however, be carried on in consultation with the manager of 
personnel Every job should be analyzed not only from the point of 
view of what has to be done and how, but also what the requirements 
are for the personnel. In some respects, the preparation of personnel 
specifications is as difficult a task as the analysis of the job. 

Job analysis and personnel specification work is sometimes carried 
on in the form of a '^mental analysis.” That is, the person who makes 
the analysis has little or no scientific data for his guide. He used 
his ''common sense.” By a process of trial and error, progress in the 
sciences and arts is made. If the trial and error process is to make 
rapid progress, accounting data must be used. One great difficulty 
that is often faced by those who wish to secure certain classes of data 
is that none are available. A characteristic of many executives is that 
as little information as possible be recorded. They have never really 
stopped to analyze their problems in such manner that information of a 
highly valuable character will become available for use. The research 
and analysis worker often has to build up his own data. Efficiency 
engineers often criticize the lack of accounting and other data that 
may bear vitally upon their problems. Accounting has been and is now 
in general practice exceedingly lax in requiring more and better basic 
data. To illustrate: the pay roll lists the names of those to whom 
money is paid. A further analysis may show the "distribution” in 
all of its ramifications; but what records are available to show what 
was to be done, the performance, and any significant causes for failure 
or for achievement? If accounting is to serve its highest purpose, it 
must furnish information that will make the foregoing possible. 

^See A. A. Knapp, A. M. A., Ann. Conv. Series, No. 6o. (Note: Since two or 
more major management functions are involved, such questions must be settled in con- 
ference.) 
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At the present state in the science of management, there is little 
wonder that accounting data furnish so little information that may 
be used in the scientific selection of employees from pertinent per- 
sonnel specifications. Accounting has been looked upon by many as 
the “classifying and recording of actual facts.’' The facts recorded, 
however, were of such nature that little of value was obtained for es- 
tablishing the science of management. Few managers would deny 
that material specifications form an integral part of a well-organized 
accounting system. Personnel specifications are as important, if not 
more important, than material specifications.^ If accounting is to be 
of the best service to management, it must assist in this important 
phase of accounting. 

The first stages of personnel specification work is carried on largely 
by sight-comparison and sight-appraisal. These appraisals should be 
recorded and the performance checked with the appraisal. A prop- 
erly devised accounting system should provide for the accumulation of 
experience data in comparison to the appraisals. Only by such care- 
ful accounting can the science of management be built up. 

Personnel Specifications. — The specifications of the personnel 
are as varied as there are jobs of different kinds. Many jobs have 
much in common from the personnel viewpoint. For example, a large 
number of jobs in a factory may call for a minimum of grammar 
school and a maximum of high school education. Each job should be 
analyzed, appraised, and classified.^ The several positions should be 
classified in such manner that the classification may be used in the 
compensation plan discussed later. 

The personnel specifications should set forth, among other things, 
the description of the position and the various qualifications which 
the employee should possess. As far as possible, these qualifications 
should be specific and set up so as to show the minima, and, in 
some cases, the maxima qualifications. On the basis of these data, 
experience should be recorded. The types of experience that should 
be recorded are many, but the chief data should be definitely linked to 
the accounting system. 

Compensation Administration. — ^The personnel function is vitally 
interested in the administration of the compensation plan.^ Much has 

^“Employee Specifications,’^ Industrial Management^ 1924, p. 115. 

® “Hiring and Firing,” pp, 19-23, Frankel, L. K, et al., Metropolitan Life In- 
surance Company, 1918. 

®See’E. O. Griffenhagen, A. K, A., Office Ex. Series, No. 17, and bibliography for 
this chapter. 
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been written about various phases of compensation plans, ^ production 
incentives, and other phases of the subject. For the purpose of this 
discussion, two compensation plans are recognized. They are (i) 
the salary basis and (2) the various other wage plans. In either case, 
the personnel and the job specifications are desirable. The principal 
difference between these two classifications is that in the one case the 
compensation is fixed and in the other case it is variable. 

The present tendency in compensation plans is toward ^'equal pay 
for equal work.” The employer who employs two or more persons to 
perform relatively equal work at unequal pay or low pay is courting 
retaliations of one kind or another. To avoid these injustices, as far 
as practicable, compensation for work on a salary basis is graded on as 
equitable a scale as conditions permit. That is, each job may have a 
number of gradations, each with its standard rate of pay. Differences 
in the productivity of labor would be recognized by different pay rates. 
Provision is made for the transfer of employees from lower to higher 
grades of work. Considerable work has been done by different con- 
cerns along these lines, but the work should be undertaken by an en- 
terprise only after proper consideration.^ 

The compensation for piece-work and other plans presents many 
of the same problems as the salary basis, but it has complications of its 
own. These complications arise out of improper job analyses, im- 
proper rates, and other factors. These errors must be avoided, as far 
as practicable, if the best results are to be secured. 

Accounting properly used should be able to assist management 
greatly in the formulation and administration of a compensation plan. 
In many cases, the proper records are not available at the time the 
compensation plan is first thought desirable. In this case, proper ac- 
counting records and information should be available for use before 
the compensation plan is formulated. Experience with the plan should 
be recorded in such manner that reports may be based thereon to ap- 
praise the results secured. 

Accounting to Aid Medical and Health Work. — Many busi- 
nesses today have well-organized medical departments to attend to the 
medical and health needs of their officials and employees. Some con- 
cerns require a physical examination before employment, and periodical 
examinations thereafter. There are numerous other phases of the 
work. Accounting is interested in the larger phases of this work. 

^L. P. Alford, Editor, Management* s Hmdhooh, Section 31, by E. S. Cowdrick. 

^Ibid., Griffenhagen, pp. 22-26. 
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Budget and acliievexiieiit records and reports should be available to 
show the significant features of the work. Certain of these records 
will be kept in financial terms, but these do not furnish all of the 
accounting information which is needed for an intelligent appraisal 
of results. A well-classified list of accounts should be kept to record 
expense and asset items. To form a better appraisal of the work, 
various internal statistical data must be collected which will tend to 
show whether the results secured are commensurate with the outlay. 
In most cases, the full utility of the medical and health work done 
by a concern cannot be appraised accurately. This should be no excuse 
for the lack of a comprehensive appraisal of the work done. 

Accounting to Aid Safety Work. — The loss in wages in the 
United States in 1923 due to industrial accidents is estimated at over 
one billion dollars.^ The incidental cost of such accidents is estimated 
at four times the direct loss.^ The compilation and use of records 
and reports to show the causes for accidents is one of the most eflfec- 
tive means for reducing such accidents. One company reduced its 
accidents twenty per cent in a year by intelligent action on the results 
shown by records.^ 

The basic data which should be secured for each accident, as given 
by Mr. Hackett,"^ are as follows : 


I. Facts as to the injured persons. 

1. Check number. 

2. Name. 

3. Address, 


4. Age. 

5. Sex. 

6. Marital condition. 

II. Facts as to accident. 

13. Date of injury. 

14. Day of week. 

15. Time of day. 

16. Exact place. 

17. Department. 

18. Cause of injury. 


7. Number of children. 

8. Nationality. 

9. Language spoken. 

10. Occupation. 

11. Department, 

12. Foreman in charge. 

19. Cause, contributory. 

20. Nature of injury. 

21. Extent of injury. 

22. Location of injury. 


^Manufacturing Industries, Vol. XI, p. 21X. 

^Ibid., Vol. XIII, p. 49. 

" Ibid., Vol. XIII, p. 189. 

^Management and Administration, 1923, pp. 64^-659. 
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IIL Facts as to time and cost. 

23. Length of employment, in plant, 

24. Length of employment, at specific job. 

25. Witnesses to accident. 

26. Probable length of disability. 

27. Date of return to work. 

28. Number of working days lost. 

29. Wages at time of accident 

30. Treatment given by. 

31. Amount of compensation paid. 

This information may be studied by the statistical method to bring 
an effective message to the management. In each case the records 
should be made an integral part of the accounting records. 

The ascertainment of the necessary facts about accidents is im- 
portant, but executive action is necessary to correct the major evils. 
There is great diversity of opinion as to the responsibility for ac- 
cidents.^ Wherever possible, responsibility should be placed. The 
International Harvester Company is one concern that reduced acci- 
dents greatly by a safety campaign.^ The Western Electric Company 
decreased its accidents in one plant from 189 per month in 1923 to 54 
per month in 1926 by a safety campaign.^ A relatively high percentage 
of accidents in many businesses occur in the handling of materials. 
Mechanical handling, if maintained properly, greatly reduces accidents 
in handling goods. 

Thrift Plans and Stock Ownership. — It happens frequently that 
a thrift plan is devised which directs the concern to deduct stipulated 
amounts from the employee’s pay and deposit it to his credit in some 
banking institution. Accounting has a definite relationship to such 
a thrift plan. Where adequate accounting information is available, it 
serves as the basis for the management of such plan. 

Since 1915 some four hundred corporations have devised plans 
whereby employees could purchase company securities.^ The plans 
usually provide that the stock can be paid for by deducting a stipu- 
lated sum from the pay due the employee. When the amount de- 
ducted is equal to the purchase price of the stock, the stock is issued 
to the employee. Provision is made also for withdrawals and other 

'^Management and Admimsf ration. 1923, p. 650. 

-Factory, 1926, p. 1027. 

^Manufacturing Industries, 1927, p. 293. 

^A. M. A. Ann. Conv. Series, No, 35. 
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special features. The accounting work connected with such stock pur- 
chase plan is simple in principle. As in the case of thrift and other 
personnel work, the appraisal of results is usually difficult. This 
is why many controllers content themselves with statements of 'Tacts.” 

IMany executives believe that thrift plans and stock ownership 
help their business in that it secures more and fuller cooperation and 
contentment of the personnel. As in other phases of personnel work, 
few reliable records are available to show definite results. Too many 
managers are so busy applying their art of management that they 
have no place for the science of management. Unless accounting se- 
cures the necessary facts and the controller and the management are 
able to interpret them properly, the past will yield little of proven 
value to business. 

Insurance of Personnel. — The question of insurance for personnel 
is a live topic for discussion by managers. Some of our large corpo- 
rations have a number of kinds of insurance for the benefit of their 
personnel, ilany state laws require compensation insurance to be 
carried for certain kinds of employees. Life insurance is also becom- 
ing popular. For example: one concern provides $1,250 of life insur- 
ance for each employee after three months of service. The employee 
may take out a like amount at low rates. ^ Some of the larger concerns 
carry their own employee insurance. The statement of the proper lia- 
bility for such insurance becomes an important accounting matter. 

The appraisal of and the interpretation of the policy of a concern 
regarding insurance is often a difficult matter. In many cases, re- 
search and study will assist materially in a valid appraisal. As in many 
other phases of management, the appraisal of policy regarding insur- 
ance is a difficult task, and for that reason the accounting methods 
employed should be of the highest character, if the science of man- 
agement is to progress. 

Recreation and Vacations. — ^Vacations with pay is a growing 
practice in this country. The Monthly Labor Review^ states that a 
survey of some 250 firms, employing 260,000 people, shows that 
about one-third of the firms grant annual vacations with pay to their 
personnel. In a survey of Cincinnati, one firm was found that had 
given vacations for sixty-six years and another for forty-nine years.® 
The survey covered iii firms. The details connected with the man- 

^A. M. A. Ann. Conv. Series, No 60, p. 9. 

^1926, pp. 1-7. 

® Bloomfield's Labor Digest, 1926, p. 3527. 
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agement of the vacations varied widely.^ In some cases the plant is 
closed for the vacation period. A typewriter company closes the plant 
for the first two weeks of July, in order that employees may take 
vacations. The executives think this is the most effective plan for 
their concern.^ 

Executives have widely different ideas as to who should pay 
the cost of vacations. Some executives say that in effect they with- 
hold part of the money of employees and pay it back for vacation pur- 
poses. Others claim that the payments come out of company earn- 
ings, while others claim that they add it to the price of the goods.^ 
These view^s ignore the possibility that the increased contentment and 
efficiency of workers may offset the vacation pay. There is consider- 
able proof that a vacation does help the efficiency of workers. Before 
the executive extends the vacation very materially, it would seem ad- 
visable to test its effectiveness in the given business. Several concerns 
have expressed the belief that their executives do better work in an 
eleven months’ year than a full year. More hours are spent in actual 
w^ork and more concentrated effort is put forth. One executive is con- 
vinced that his concern has secured a large number of high grade ex- 
ecutives and clerical workers as a direct result of a liberal vacation 
policy.^ 

Many managers have been impressed forcefully as to the advan- 
tages of recreation as a stimulus to production. A number of firms 
which have experimented with several forms of recreation have found 
that the time taken off for recreation was more than offset by higher 
production. At the same time absenteeism and turnover were lessened 
considerably. Various forms of recreation are found in business. 
The baseball teams of a number of concerns provide amusement and 
recreation for the employees and their friends. Tennis courts, swim- 
ming pools, libraries, and numerous other facilities are provided for the 
recreation of employees. Rest periods during the day have proved 
effective, in a number of cases, in increasing production and in les- 
sening fatig-ue. 

Few records have been kept which attempt to show the results 
secured by recreation policies and vacation policies. The executive 
views the situation and decides whether or not the results are '^grati- 
fying.’’ Little or no effort seems to be made to secure reliable facts to 

^A. M. A. Ann. Conv. Series, No. 46. 

^Corona Bulletin, June, 1925. 

®A- M. A. Ann Conv. Series, No. 46, p. 18. 

^ A. M. A. Ann. Conv. Series, No. 46. 
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show the results obtained for the money expended. In many cases 
the results are quite intangible. This is not always true, as may be 
proved by the smoothing out of production peaks by relaxation and 
rest during working hours. To illustrate: a factory employing girls 
found that production was increased about twenty per cent and the 
quality of the work raised as a direct result of rest periods. 

Other Personnel Functions. — There are several other types of 
activities which are considered by many executives as personnel work, 
some of which are: suggestion systems, commissaries, factory dis- 
cipline and morale, sickness and other emergency relief, plant publi- 
cations, rest rooms, lockers and wash rooms, and other phases of the 
work wdiich have to do with human relations within the plant. 

In the case of suggestion systems and cooperative stores, account- 
ing may be of a definite aid to management. In many other cases the 
results in general are quite intangible. It is sometimes very difficult 
to appraise the results secured from a suggestion system. Alany 
suggestions show that the management is negligent in failing to do 
that which is quite apparent.^ Some managers prefer to pay a small 
amount for suggestions of a miscellaneous character rather than go 
to the expense of personal or staff investigation to ascertain what 
needs executive attention.- Suggestions are so varied in nature that 
a suggestion committee is usually necessary to administer suggestions 
satisfactorily.^ Where the suggestion system is handled properly, it 
is a demonstrated fact that workers do think and some of their 
thoughts are very worth while.*^ 

Accounting is interested in helping to evaluate the worth of sug- 
gestions. In many cases the suggestions are meritorious inventions. 
What is the improvement worth? This question may be answered 
satisfactorily by the application of the accounting method to the given 
problem. It appears that the committee should be able to appraise each 
suggestion accepted without more information than should be obtained 
before the suggestion is accepted. Such valuation seems desirable. It 
will assist materially in appraising the wisdom of the work. How 
much money should the person receive who makes the suggestion? 
This is largely a matter of opinion. Personal recognition and a com- 
pai-atively small sum of money are powerful in stimulating initiative. 
To illustrate: the General Electric Company paid its high award 

^Bulletin Taylor Society, Vol. IX, p. 41. 

^Management and Administration, Vol. IX, p. 259. 

® Personnel Efficiency, 1924, p. 362. Also Management Bidletm, June 24, 1926. 

^Management and Administration, Vol. IX, p. 259. 
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($i,ooo) for a suggestion which resulted in improving the making 
of a paper insulated cable/ 

Accounting's of direct assistance in the management of com- 
missaries. To be able to trade at many company commissaries is a 
valuable right. In some cases significant savings result, as in the 
case of the Ford Motor Company commissaries. Besides ihe general 
services which accounting renders to management, it may be used to 
appraise the value of the store to those who use its services. Such 
information may be used to determine the effects upon the family 
budget and to emphasize the importance of fuller patronage. Such 
stores often add appreciably to the purchasing power of the employees. 
For example, several department stores offer employees from lo to 
20 per cent discount on their purchases and time off to shop. 

The duties of personnel meti connected with specific businesses vary 
widely at the present time. Their authority and responsibility are also 
varied. Some personnel executives exercise only advisory power while 
others are vested with authority to “manage the personnel’^ ; that is, 
to hire, discharge, transfer, promote, determine salaries and wages, 
and many other things connected with personnel work. In summariz- 
ing a recent discussion among prominent personnel men, Mr. C. R. 
Dooley ^ said : 

No one personnel program will fit all situations; in fact it will be different 
in each business. The personnel head should report to the chief of the or- 
ganization which he serves. . . . Any plan will work if you have the right man 
back of it. . . . That in most plants the personnel man is not in a position 
of command or authority, but of service. He must win his place and not 
demand it. . . . The personnel man is an assistant to the general manager — 
he is not a manager himself, although many of them are so called. We need 
to develop simple yet adequate .reports to show the extent and effectiveness of 
the work. Such reports will guide us in control.® 

This emphasizes the necessity for defining the status of the personnel 
men in each organization. 

^ Ibid., p. 260. 

^ Personnel Manager, Standard Oil Company of New Jersey. 

® A. M. A, Ann. Conv. Series, No. 60, p. 19. 



CHAPTER XXI 


ACCOUNTING AS AN AID TO THE EMPLOYilENT 

MANAGER 

Organization for Employment Control. — As in all other phases 
of management, the size and the type of organization required will 
depend upon the nature and the extent of the work to be done. In a 
large corporation the performance of the employment functions requires 
an employment manager and additional personnel The exact nature 
and extent of the work to be done should determine the scope of the 
employment activities of each enterprise. The employment function, 
as a part of personnel work, has come to be recognized by executives 
as a very essential part of the management. 

The status of personnel men in various enterprises, however, is 
not the same. The nature of the particular business, the several quali- 
fications of the personnel man himself, and the duties and responsi- 
bilities that the chief executive may place upon him are all factors 
which affect his status. In all such cases, great care must be exercised 
to see that the cross currents of authority and responsibility are at a 
minimum. For purposes of analysis and treatment the functional 
point of view is taken herein. It should be remembered, however, that 
in particular businesses conditions may not permit of an extensive 
organization. In each case, the assignment of duties should be made 
in such a manner that the principles of good organization will be 
followed. 

Certain Organization Interrelations. — The question of inter- 
relations between personnel officials is sometimes perplexing. This is 
likewise true for personnel men and other executives in the enterprise. 
The relationship between medical and health work and employment 
must be one of cooperation. Each function is a service function. 
The employment officer should use the several data to interpret the 
policies of the enterprise. Since no official is sufficient unto himself, 
a spirit of cooperation should exist. Executive pressure may be re- 
quired sometimes to secure it. ETnless such cooperation is secured 
administrative policies will fall short in effectiveness. 
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The Relation of Job Analysis to Employment. — Job analysis 
has to do with ascertaining all pertinent facts bearing upon jobs.^ 
Personnel specifications should be drawn up to show the qualifications 
of personnel to fill the jobs. Thus job analysis bears a close inter- 
relationship with employment through personnel specifications. The 
employment manager interprets the needs of the business for per- 
sonnel through his knowledge of qualifications required for given 
jobs. As soon as vacancies occur or new positions are created, the em- 
ployment manager will be informed of the required personnel speci- 



Figure 25. Instruments Used in Personnel Work.® 


fications. With this information in hand, he may secure the person or 
persons who may prove most worth while for the proper executives 
to interview. 

Instruments Used in Employment Work — The principal instru- 
ments used in employment work may be represented by Figure 25. 
The proper use of these instruments should facilitate employment 
w'ork and make for better results. 

Tests and Measurements.— Because of the many difficulties in- 
volved and the unsatisfactory results secured from older employment 
meffiods,^ some concerns have set about to devise trade and other tests 
which will assist in the selection process. Where tests can be devised 
which can be applied in practice, the older evils in selecting employees 
will be reduced greatly. The principal instruments used in evaluating 
^See Taylor Society Bulletin, Vol. XII, p. 478. 

_ ^ Taken from “Instruments Used in Personnel Administration,” by H B Bergen 
in Fersonnel, August, 1927, p. 32. ^ 
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the qualifications of prospective employees are : ( i ) application blanks, 
( 2 ) psychological tests, (3) rating scales, and (4) various types of 
records and reports. 

Mr. Bergen says that ‘'application blanks should be designed to 
yield significant data concerning characteristics which will have a bear- 
ing upon the applicant’s satisfactory and successful incumbency of 
any given job.” ^ The Bureau of Personnel Research of the Car- 
negie Institute of Technology made a study of seventy application 
blanks. Its published report of 1922 shows that the blanks agreed 
only with respect to the applicant’s name and his marital status. The 
general application blank is seldom able to secure the proper Informa- 
tion about the applicant’s ability to perform a given job. For this 
reason, other forms of information are essential to intelligent place- 
ment. Psychological tests may be used to supply certain informa- 
tion about the applicant. If these tests are developed properly, they 
may be of considerable assistance in placements. One concern devel- 
oped a test for selecting girls to sort jade which met with considerable 
success. Dr. A. M. Ruggles- has developed some tests which he be- 
lieves are useful in the determination of the aptitude necessary for 
clerical workers. Mr. E. J. Benge has developed a business ability 
test, and he believes that failure in the test almost invariably implies 
failure on the job.^ Dr. D. A. Laird has done considerable work in 
devising mental tests and in demonstrating that some employment 
policies followed by concerns are erroneous and will not survive prop- 
erly conducted laboratory tests.*^ Other research workers have devel- 
oped tests which have proved useful in the selection process. The 
rating scale is another means by which applicants may be selected 
and promoted. The personal interview as a means of rating applicants 
has many pitfalls. Twelve sales managers rated fifty-seven candidates 
for a position as salesman. The results secured were little better 
than guesswork.^ In another experiment where the records of sales- 
men were available as a check upon the accuracy of the rating, It was 
found that the reliability of the rating was little better than could have 
been obtained by placing the men’s names on pieces of paper and draw- 
ing them from a hat — ^pure chance. Despite the fact that the per- 

Personnel, Vol. IV, No. 2, p. 31. 

Diagnostic Test of Aptitude for Qerical Office Work,” 1924. 

^Office Manager, April, 1925, P* 7 i* 

^See Industrial Management, 1925, p. 372, and An Introduction to Applied Psy- 
chology, 

’^Industrial Management, July, 1924, p. 59 * 
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sonal interview has many delusions, the average executive uses it 
almost exclusively in the selection of personnel. 

Output and other records serve often as a reliable basis for meas- 
uring the qualifications of employees. A well-devised accounting pro- 
cedure should provide for as much information about given jobs as 
conditions warrant. Executives are coming to realize more and more 
the value of individual records. Individual production has been known 
to increase greatly as a direct result of a knowledge of what the em- 
ployee is producing. If the concern knows what an employee should 
produce and the production, it is in a position to correct the causes for 
failure to attain standard production. 

The Problem of Selection. — ^Who shall select the employee? 
There is a diversity of opinion among executives as to who should 
select the worker. Some employment managers select the workers 
while the executive in whose department the employee works usually 
makes the selection. The employment manager performs the service of 
securing desirable prospects and advisory services, while the interested 
executive decides which of the applicants gets the job. Where the em- 
ployment procedure has been highly perfected, the interested executive 
is likely to leave the problem largely to the personnel department. 
From the functional point of view, the personnel department is the 
logical department to handle the problem of selection. There seems 
to be no more reason why the executive should select his own employees 
than he should select other items that enter into his budget. 

Introduction to the Job. — The employment manager, or his 
assistant, should introduce the worker to the job. There are many 
ways in which this can be done. One method is to see that the worker 
is introduced properly to his boss, several of his fellow employees, and 
the various facilities which he requires. The employment manager 
has an opportunity to inspire the new employee to make a determined 
effort to make good with the firm. Its policies and practices that af- 
fect the employee should be explained clearly to each new employee. 
Printed instructions and information should be provided so that the 
employee may read for himself about the concern and his duties. 

Rating the Employee. — Much waste due to excessive labor turn- 
over results from not making a conscious effort to maintain a spirit 
of ''intimate friendly cooperation between the management and the 
men.^^ Several studies have been made which indicate that about 
seventy-five per cent of the employees who leave positions leave of their 
own accord. Of the remaining twenty-five per cent, about one-half are 
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discharged and the other one-half laid offT An analysis of the causes 
for departure will furnish valuable data for the employment manager 
to ascertain the steps necessary to keep desirable employees from leav- 
ing the concern. 

The use of personal specifications for jobs makes it possible to fa- 
cilitate adjustments in personnel. The use of the personnel control 
chart, the promotion chart, the salary adjustment review, and the 
requisition for personnel, helps the employment manager to make the 
necessary adjustments in a systematic manner. The personnel con- 
trol chart gives a perpetual inventory of personnel. The promotion 
chart indicates the lines along which promotion is to take place nor- 
mally. The salary adjustment review provides a means for keeping 
the salary schedule revised properly. These instruments, if used prop- 
erly, will enable the employee to have more confidence that he is get- 
ting a square deal from the management. Such a procedure should 
be of material assistance in retaining desirable employees. 

Transfers and Promotions. — ^\Vith the introduction of the central 
employment office came the policy of transfer for the purpose of find- 
ing*a position for the employee where his productivity is high. Such 
a policy in the Ford Motor Company reduced the discharges from 
8,390 in 1913 to 27 in 1915.^ Transfers may also keep desirable 
employees from leaving of their own free will. If an employee feels 
that his immediate superior is unfair and prejudiced against him, an 
opportunity to transfer to another superior may keep the employee 
from leaving the concern. Transfers have other uses not recognized 
here. 

One of the things that ambitious persons look for in a job is that of 
proper promotion. If the employment manager misrepresents the 
possibilities of promotion and advancement in salary, the employee is 
likely to leave as soon as it is convenient. A liberal promotion policy 
is considered necessary by many executives, if the right type of em- 
ployee is to be attracted to and retained by the concern. The t}|)es 
of promotion policies have been discussed previously. The persorfiel 
department should handle promotions in as scientific a manner fias 
conditions permit. This will inspire confidence in the department *d 
keep down dissatisfaction among employees which will arise from ^ 
arbitrary method in making promotions. 

^See, for example, Hackett, J. D., “Standardization of Causes for Leaving Jol|K 
Industrial Management, March, 1918. 

^Frankel, L. K., Hiring and Firing, p. 7. 
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Discharges and Labor Turnover. — Where the personnel func- 
tion is recognized properly, the power of discharge rests with this 
department. Many executives think that the power of discharge rests 
with them. The centralized employment department has done away 
with some of the evils of unreasonable discharges by transfers. Due 
to the arbitrary nature of many discharges, and the growing necessity 
for a ''fair deah’ policy, many executives have come to realize that 
the personnel department is the proper place for the power of dis- 
charge. Some concerns insist on the executive having good causes for 
requesting the personnel department to remove an employee from his 
department If no such causes exist, the executive is required to re- 
tain the employee. Policies of these types have done much to human- 
ize management and create a more friendly feeling between the men 
and The managers. 

Occasionally a concern secures an employee whom the concern 
would be better off without, so that the only prudent alternative is to 
discharge the employee. This is one cause for labor turnover. Labor 
turnover has been defined in different ways; the most authoritative 
one states that labor turnover is defined as the ratio of the numbef of 
separations during a period divided by the average number on the 
force during the period.^ Thus, labor turnover is expressed as a per- 
centage. To illustrate: if a factory has an average of 500 employees 
during a year and has 500 separations during that period, the labor 
turnover would be 100 per cent. 

The Relation of Accounting to Employment Work. — The 
question may be asked : how can accounting aid in emplo3ntnent work ? 
According to a very narrow concept, accounting can be of very limited 
use in employment work. It might even be confined to records of 
purely financial character. Such a limitation, however, denies to ac- 
counting some of its most useful avenues of service. Accounting, as 
defined herein, is closely connected with the several instruments used 
in employment work. It is more closely connected with some instru- 
ments than with others. In general, accounting furnishes a basis for 
the scientific development of many phases of personnel work. For 
many years, early cost computations were not considered as a part of 
accounting. As the demands for more reliable costs increased, it be- 
came apparent that unless the cost records were made an integral part 
of the general books, serious errors might creep in easily; just as 

^Prankel, L. K., Hiring and Firing, p, 7; Slighter, S. H., Turnover of Factory 
Labor, p. 9, 
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serious errors may creep into personnel work unless the work is proved 
by the accounting method. Accounting must be used with prudence 
and wisdom if the results are to be of any considerable utility to 
management. 

The relation of accounting to personnel specifications was discussed 
in the previous chapter. The use to which accounting may be put 
in employment work may be understood more readily by references to 
specific phases of the work. How may accounting aid in the develop- 
ment of psychological tests ? It has been demonstrated that the most 
reliable tests are those which bear directly upon the given job. Since 
accounting is highly instrumental in the development of reliable infor- 
mation concerning jobs, it follows that this information should be of 
vital assistance in the development of aptitude tests. Tests are made 
to ascertain a higher degree of success in achieving given results than 
can be obtained from chance. Accounting is instrumental in helping 
management to set the goal for attainment. The application blank 
is usually uniform for a large variety of jobs. If a serious use is to 
be made of such blanks, they should be devised so that such pertinent 
information may be elicited from the applicant as will enable the 
management to decide whether or not the applicant has a reasonable 
chance of doing the work satisfactorily. The information sought in 
a rating scale should likewise be subjected to the test of scientific data 
developed by the accounting process. Other important relations be- 
tween accounting and employment work are treated below. 

Records to Aid Employment Work. — Many employment man- 
agers consider the records they use as bearing little or no relation to 
accounting. To them, accounting begins when the employee is en- 
tered on the pay roll. His performance while with the firm is con- 
sidered a matter which should be recorded on the employment records. 
A somewhat different viewpoint is that which makes the employment 
records a basic part of the accounting method and requires these rec- 
ords and other documents to give the accounting system the basic fac- 
tors necessary for dependability. 

Mr. Bergen says: 

Records of output are relatively reliable measures of performance. The 
maintenance of such records, however, is not always possible or expedient. 
But, if progress is to be made in developing more accurate instruments either 
for establishing job standards or for evaluating employee qualifications, it 
will be necessary to develop objective units of measurement of the operations 
of each job.^ 

^Ibid., p. 31 * 
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If the necessao- records are to be kept properly, it appears that the 
best way to secure the information desired is to develop the data by the 
accoummg method. As yet little progress has been made in thi! 

irection. There seems to be a growing tendency upon the part of 
some progressive firms to develop accounting records which are of 
considerable utility in the prudent conduct of the employment function 

employment technique, the accounting 
methods employed must be extended so as to give full cooperation 
and adequate assistance for the work. 



CHAPTER XXII 


ACCOUNTING AS AN AID TO THE TRAINING MANAGER 

The Need of Training for the Job. — Under modern mass pro- 
duction the need for training for the particular job is recognized fre- 
quently. To illustrate : other questions taken for granted, trained in- 
spectors are necessary to insure a fairly uniform product. Under the 
special order type of manufacture, the need for training for the job 
is not realized so readily. For example : a first-class tool maker may 
have had no training or experience in the construction of a given type 
of tool, yet he may be set at the task to get the work out by any meth- 
ods he chooses. The work may be done better and at less cost if 
proper training and instruction are provided. This is realized readily 
where large-scale production takes place. Here the production of 
employees in places where training is not a part of the program is 
about one-third of what it should be.^ 

Since experienced and trained men need training for particular 
jobs, it is evident that inexperienced men must receive proper training 
for jobs if they are to produce goods in an economical manner. If a 
partially trained man is put to work on a given job, he will not be able 
to do the job in as economical a manner as he would if he were trained 
for the job. Bad habits of w^ork may be built up. This leads to a 
loss of productive capacity. Under large-scale production, the max- 
imum product per employee is turned out, if each employee is selected 
and trained for a particular job. Gantt says that ‘'one of the most 
important industrial problems . . . (is) . . . that of training work- 
men in habits of industry, which are essential for any kind of success.’’ ^ 
Besides training for the particular job, mention should be made of the 
more general phases of training, which are developed later. 

Training as a Responsibility of Management. — Society must 
look to management for the provision of training for the job. Each 
industry must train the personnel needed to perform the labor in that 
industry. The public schools, for example, cannot be expected to do 

^ F. A. Parkhurst, Manufacturtng Industries, September, 1927, p. 173. 

^Industrial Leadership, p. 48. 
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this because that is not considered their function. The technical 
schools can do part of the selection and training, but industry must 
supply most of the practical training. The employee should not be 
expected nor allowed to train himself because he does not know the 
best methods of work. The only economical way that an employee can 
get the training necessary for a given job is to be taught properly 
by the management. Then, too, there is the more general aspect of 
training. Management has a large share of the responsibility for 
training employees to live happily in an industrial and social democ- 
racy. If the management does not go about this task systematically, 
the employee is practically certain to receive and harbor ideas that 
are foreign to an industrial democracy. Employees read and think 
today. If their thoughts and their reading material are allowed to 
become distorted and there is no source for the light that management 
may shed on the subject, then management must abide by the conse- 
quences. 

Organization for the Control of Training, — There is no con- 
sensus of opinion among executives as to the particular phases of 
management that should be held responsible for the training of per- 
sonnel. Some executives hold that the line executives are responsible 
for training, while others hold that it is a function of the personnel 
department and should be performed under the direction of this phase 
of management.^ The function of training is distinct from the func- 
tion of production, sales, etc. The analysis of management in this 
treatise is along functional lines. Such an organization in business 
presupposes proper coordination and cooperation. 

Securing the Facts about Training — It is much easier to con- 
clude that certain things are true by supposition than it is by basic 
facts. Accounting may be of considerable utility to management in 
setting forth facts about training. Without basic facts, management 
may drift along indefinitely without knowing whether or not there is 
a substantial foundation for their opinions. The development of basic 
facts requires scientific experiment. These experiments should be 
reduced to records and analyzed so as to show a basis for a training 
program. It is admitted that such a procedure is not followed fre- 
quently, but if scientific progress is to be made in training, there must 
be some reliable measures of and for the work. The accounting 
method, used properly, provides a suitable basis for the ascertain- 
ment of many pertinent facts about training. Mr. Gantt says : 

’•See A. M. A. Ann. Conv. Series, No. 48. 
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^ly experience is that business policies are often as crude as labor policies, 
but accounting systems as a rule are not so devised as to show such to he the 
fact. The time will come, how’ever, and indeed is not far distant, when cost 
keeping and accounting methods . . . will be so changed as to place blame for 
failure where it belongs, and give credit to wdiom credit is due. Such a change 
wall do much to help the capable workman tow^ard advancement, and will show 
most clearly the advantage of proper training methods.^ 

This may be illustrated partially by the following : 

In one factory which has made adequate provision for the development of 
skill in workingmen there has resulted a decrease in unit labor cost of 43 per 
cent and an increase in unit production of 9S.5 per cent. Results of a similar 
character have been obtained in other cases, driving home quite forcefully 
the importance of providing for this essential factor of more skilled labor.” 

Does Training Pay? — There has been much speculation as to 
whether training pays. Some writers think that all types of training 
have utility in business and should be encouraged. Other writers think 
that a general high school or a college education would be of great 
benefit to boys, and this should be acquired before they begin to ac- 
quire a specialized course of training. Others think that a minimum 
of general education should be provided to begin and a suitable amount 
of specialized training acquired to secure success in a given occupation. 
The question is: does training pay? If training does pay, how is the 
rate of return to be computed? 

There are several factors to be taken into consideration to deter- 
mine whether or not training pays. Mr. Frank Cushman says that 
‘'training for any job is justified in proportion as the cost factors 
involved in training can be minimized.'’ He says that the “cost fac- 
tors” are: 

1. Time of person who functions as instructor. 

2. Spoilage and breakage. 

3. Turnover of learners. 

4. Reduced production for equipment used for training. 

5. Difference between value of learner’s production and wages 

paid learner. 

6. Accident losses.^ 

In individual cases other factors may require consideration. In any 
case, only the most important factors should be considered and the 

^Industrial Leadership, p. 40. 

® ‘‘Training as a Factor in Reducing Labor Cost,” J. F. Johnson, Management 
Engineering, July, 1921. 

^ Foremanship and Supervision, p. 90. 
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findings duly qualified. The necessary data may be gathered for a 
representative group of trained and untrained employees. A com- 
parison of the two groups should furnish data upon which to base an 
appraisal of the value of training. 

The rate of return w^hich a concern may secure from a training 
program may be computed from data obtained from comparison of 
the '‘cost factors” secured from representative and comparable groups 
of employees. Such a computation, however, could be nothing more 
than an estimate of value because, in many cases, the data required 
for exact computations will not be available. Such estimates, how- 
ever, if performed properly, should furnish adequate proof to the 
executive as to the probable rate of return to be secured from a train- 
ing program. 

Who Shall Be Trained? — Most executives feel that a training 
program must be justified in the light of the financial position of the 
concern. This usually means that the funds and energy that can be de- 
voted directly to training are limited. It is then a question of deciding 
which particular persons or class of persons within the business will 
show the greatest return to the concern from a definite training pro- 
gram. This question can be answered tentatively from experience 
in other firms and related fields. Teachers must be trained first be- 
cause the supply of competent instructors and teachers is limited in 
business, and teachers are needed before a comprehensive training 
program can be carried out. The word “teacher” should not be lim- 
ited to those who spend their time in giving instruction. It includes 
executives of various kinds, because the executive must spend a con- 
siderable part of his time in “teaching.” After the necessary teachers 
have been trained the work may be carried to the several groups of 
employees, as conditions seem to warrant such a procedure. 

The Selection of Prospects for Training. — Unless wisdom is 
used in selecting those to be trained, the value of a training program 
may be lessened greatly. Prospects may be selected for training for a 
number of purposes, some of which are : 

( r ) For promotion. 

(2) For more efficient service on the same job. 

(3) For transfer to some other job. 

If employees go through the training required and do not secure the 
benefits that have been advocated, a number are practically certain 
to leave and go to a concern where promotion seems more certain. 
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If this process is not carried too far the loss may be more apparent than 
real, because the more progressive firms have had to educate the 
less progressive firms to most great movements. 

An important question is how to select the personnel for training. 
There is no ‘‘one’’ way to do this. Mr. F. T. Jones presented '‘a pro- 
cedure of general application b}^ which it is possible to make selection 
for training upon a basis which is reasonable, logical, consistent, and 
approximately scientific.’’ ^ He summarizes the data under the fol- 
lowing : 

Points 


1 . Personality 30 

2 . N ati ve ability (or present mental status) 30 

3. Experience 20 

4. Schooling 20 


It is acknowledged that no accurate measure can be secured for the 
first two items. Provision is made, however, for ratings for these 
items. Since final selection is made in practice by the personal in- 
terview, the statistics serve as a basis for selecting the applicants who 
appear to be the most worth-while prospects for the final interview. 
Mr. Jones suggests that certain data be gathered for the purpose of 
rating the several applicants. The applicants w^hose ratings are con- 
sidered satisfactory are given their final rating by certain executives 
and selected for training. 

The technique given above, or one considered likely to be suited 
to the individual case, may be used to select the applicants for various 
types of specialized training. If the proper records are kept, a few 
years of experience, if used properly, may be able to demonstrate the 
probable reliability of the methods employed. A comparison of the 
methods and results secured by a number of firms may point to a pro- 
cedure which has proved capable of securing the best results. Wher- 
ever possible, various techniques should be subjected to the test of re- 
sults, if progress is to be made in the science and art of selection and 
training personnel. 

The Training Program. — definite course of instruction for 
each class of employees selected for training should be provided. The 
course of instruction should be suitable for the purpose of training 
men for particular jobs. Some employees need a more intensive and 


'^Personnel, August, 1927, p. ii. 
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thorough course of training than others because of the differences in 
attainment when selected. Mr. John A. Stevenson^ says that: 

One of the causes of the initial failure of training in life insurance was 
that training was considered merely class instruction, whereby a certain amount 
of unrelated information might be imparted. There was not any particular 
way to find out whether this training was effective or not. There was no job 
analysis to determine the needs of the people who were to be trained.^ 

It should be remembered always that th^ object of training is to pro- 
duce more favorable results than can be secured without such training. 
If the course of instruction is not planned so as to help the employee to 
overcome definite difficulties that will be met on the job, it is not likely 
to give him the knowledge necessary to do the job in the most effective 
manner, A general course of instruction, while valuable in many re- 
spects, does not provide the employee with the proper technique, the 
proper point of view, and the practice for the given job. 

To illustrate: a course in general salesmanship may be broaden- 
ing to the prospective salesman, but unless he is given the proper 
training in the selling of particular goods of a given concern, the 
training is likely to produce inferior results to that which might be 
produced under more scientific training for the job. 

There is, however, some material which should be included in most 
courses of instruction because it is considered essential for all em- 
ployees. The history, the products, the general policies, and some 
other information should be contained in courses offered in a training 
program. 

Handling the Trained Employee. — Employees who have under- 
gone special training should be given ample opportunity to apply their 
training and profit from its application. A candid statement as to the 
promotion that employees may reasonably expect, will do much to 
dispel discontentment in the event that promotion does not come as 
fast as the employee believes that it should come. A careful record 
of the reasons why the trained employee leaves may be of considerable 
assistance to the management in helping to correct unfavorable con- 
ditions. 

Tests for Effective Methods in Training. — Educators have real- 
ized the needs of tests and measurements to determine the compara- 
tive effectiveness of different methods of teaching. Then, too, they 
have questioned the utility of much of the information formerly 

^Formerly second vice president, The Equitable Life Assurance Society. 

^ A. M. A. Ann.'Conv. Series, No. 48, p, i. 
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thought desirable for children, ilanagement has been slow to take 
up the same procedure for perfecting training methods and subject 
matter. Business training is often of a purely informational type. 
If the best results are to be secured from training, it appears that 
the material must be tested to see if it is what the employee really 
needs, and if it is presented in a manner that will produce best results. 

The scientific method may be applied to this problem for a so- 
lution. Accounting information may be used to provide a considerable 
amount of data for the problem. If standards for performance are 
set up and records kept of achievement and causes for variation 
between standard and performance, these data, when manipulated prop- 
erly, should be able to show the difference in results secured. From 
these data, proof may be provided to test the probable effectiveness 
of various phases of the methods employed. Special records and re- 
ports may be necessary to secure the desired information, but until the 
fundamental phases of training have been tested properly by facts, 
opinions alone will govern the types of methods employed in training. 

Some Recognized Training Methods- — Four types of training 
methods have been recognized for foremen, as follows: (i) lecture 
method; (2) conference method; (3) text study method; (4) field 
training method.^ For training other classes of personnel, a combina- 
tion of some or all of these methods may be employed. Each type has 
its recognized strong and weak points, which are not necessary to the 
present discussion. The thing that is desired is that the training 
methods be subjected to scientific proof as to their respective merits 
for particular uses. The proof which is offered for the strong and 
the weak points in training methods, is that of personal opinions based 
on mentally recorded experience. While valuable in many respects, it 
should be recognized that if progress is to be made in training, the 
methods employed must be subjected to the rigid test of performance. 
Accounting information may be used to aid in this work. 

It has been said that any training method will work ‘^well if the 
right man is employed to do the work. It is doubtful if this is subject 
to scientific demonstration, if it is meant by ‘VelF’ that the most 
effective results will be secured. It appears that, up to the present 
time, consideration has been given only to ways and means for car- 
rying on training programs. This has led to a wide variety of opin- 
ions as to results secured. Until reliable data have been secured which 

^'‘Foreman Training Methods/’ by Committee, National Personnel Association, 


1922. 
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will show costs and results secured, training methods will consist 
chiefly of the art of training. 

The results secured from training methods contain four possible 
variables : the employee, the teacher, the subject matter, and the tests 
employed. Care should be exercised to reduce the three latter varia- 
bles to negligible factors. This may be done by a systematic pro- 
cedure. The variable that is to be measured is the employee. It has 
been demonstrated, for example, that there is a high degree of cor- 
relation between mental ability and skill in shop work in schools. The 
method employed here is a combination of the demonstrated lecture 
and the field method. A comparison of the results secured under 
different training methods, after due consideration of the ability of 
the employee, should enable the training manager to know the most 
effective methods to use in the training of different classes of em- 
ployees. Performance data are largely accounting information and 
may be used in forecasting the best methods to use in training em- 
ployees. 

The Learning Process. — ^The processes of learning have been 
studied by the scientific method, and the laws of learning have been 
formulated.^ In planning the training program much experimental 
work can be avoided by basing the training program upon these laws 
of learning, as well as other truths that have been discovered by edu- 
cational psychologists. It is not to be supposed, however, that every 
program will be of equal effectiveness. This is why experiments should 
be made to determine the most effective methods of training. Of the 
hundreds of training programs that are in use in this country the 
assumption seems to be that they are ‘'satisfactory.^’ Little or no effort 
is made to measure the effectiveness of the methods employed. This 
must be done if the training methods are to be the most effective. 

Among psychologists the study of the effectiveness of various 
methods and combinations of methods of training would probably 
be considered to be aided principally by statistics and the use of an- 
alysis and synthesis. Most performance data, however, may be looked 
upon as in the nature of accounting information. For example, the 
principal aim in training salesmen is to profit by sales. To a concern 
with sound policies, the efficiency of a sales force is based largely 
upon their ability to get and hold business under specified conditions. 
Under these conditions, the variable is sales — ^the measuring stick of 
sales training methods. An adequate analysis of the facts should 
^E. L. Thorndike, Educational Psychology, Briefer Course, Chapters X and XL 
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reveal the probable effectiveness of a training program. From these 
data, the program which ofifers the greatest effectiveness can be pur- 
sued with profit to the concern. 

Some Cases Where Training Paid. — Many cases can be cited 
as to the profitableness of training in business. In one case two groups 
of employees were working on the same class of work: one group 
was supplied with an instructor and the other group worked as for- 
merly. At the end of twenty-one working days the average output for 
the period of the group supplied with an instructor was 223 pieces per 
day; the average output of the untrained group was 13 1 pieces per 
day, or an increase of 70 per cent. The output of the group in train- 
ing increased practically every day, while that of the untrained group 
remained about stationary. 

Shepard ^ cites a case of a machine operator who performed a job 
which should have taken forty minutes, and lost about 64 per cent 
of the time due to lack of training for the job. Properly trained em- 
ployees can attain standard time. 

^The Application of Efficiency Principles, p. 227. 



CHAPTER XXIII 


THE PROBLEM OF EXTERNAL COORDINATION 

The Business Cycle. — Observations, research, and analysis have 
revealed that there are alternating periods of prosperity and depression 
in business. It has been observed that these periods of prosperity, 
booms, recession, and depression run in cycles. These phenomena are 
technically known as business cycles. Professor Mitchell says : 

From the viewpoint of society booms are wasteful, crises are costly, and 
depressions are periods of widespread suffering. . . . They indicate that the 
worst years in the United States fall some 15 to 20 per cent behind our best 
years in the amount of income received. The worst years also fall some 8 to 
12 per cent behind the modestly good years. . . . The business cycle, indeed, 
is one of the outstanding defects of economic organization based upon money- 
making. How to control this business cycle is one of the great problems of 
the world.^ 

Some leading business men, economists, and others are devoting 
considerable thought to the business cycle. The object of such study 
is to learn what causes these business cycles and to ascertain what 
may be done to lessen the bad effects of them. Considerable control 
has already been exercised to lessen the bad effects of the business 
cycle and to make business more steady.^ The strictly industrial and 
commercial sides of the business cycle still remain largely unsolved, so 
that further study is essential to a more satisfactory control of 
business. 

Studies of the business cycle have been conducted largely for the 
purpose of finding out the more or less general characteristics of the 
cycle. General business conditions have been studied. These stud- 
ies are valuable as a beginning for a more thorough analysis of the 
various industries and businesses. For several years, many business 
men tried to control their own businesses from a knowledge of general 
business conditions. It was soon discovered that many costly mis- 
takes were being made. If the general trend seemed to be upward, 
for example, business men in industries whose cycles did not correspond 

^Journal of Accoimtancy, 35: 161-171. 

^Nation's Business^ November, 1924, p. 42, 

332 



THE PROBLEM OF EXTERNAL COORDINATION 333 

to general business would expand operations, when the proper thing 
to have done was to liquidate or to have avoided expansion. This 
emphasized the importance of knowing the position of one’s business 
in the cycle, if such information is to be used in management. 

Knowledge of Internal Conditions not Enough. — In modern 
business, a knowledge of the internal workings and position of a busi- 
ness is not enough. A business secures its profits from trading with 
outsiders. From this it generally follows that whatever affects out- 
siders also affects the business. If a considerable proportion of the 
population of a city is thrown out of employment for a considerable 
period, this will greatly affect many business and other men in that 
community. Unemployment, low incomes, and many other factors 
affect the profits of business enterprises. Unless the chief executive 
knows the probable sales of his concern, for a reasonable period in 
advance, he is not in a position to make the necessary business com- 
mitments intelligently. 

Many business men wdio are thoroughly familiar with the inter- 
nal workings of their businesses and who can produce goods or serv- 
ices at comparatively low costs, fail because they do not know how 
to control their commitments properly. This indicates that unless the 
business man keeps sufficiently informed about external conditions 
that affect his business, no profit may be realized. 

Present Interest in the Business Cycle. — A considerable number 
of executives have come to realize that, since external conditions may 
influence so vitally the welfare of the business, the more one knows 
of such conditions the more capable he will be as a manager. Since 
business cycles have been found to vary in duration ^ and in severity, 
many executives have been convinced that a much better understanding 
of current operations is indispensable to prudent operations. The 
widespread losses that took place during 1920 helped to convince 
boards of directors and executives that to neglect a relatively thor- 
ough analysis of the business situation was sure to bring large losses. 

A more thorough analysis of the business situation has convinced 
some progressive managers that profits depend largely upon intelli- 
gent forecasts and adequate action on the information provided.^ A 
considerable number of directors, chief executives, and managers who 
paid little attention to business conditions in 1920 were forced to 
resign in favor of more capable men. The attempt to operate a sizable 

'^Business Annals, p. 54, et seq. 

^ See, for example, J. H. Barber, Budgeting to the Business Cycle, p. 108. 

See also Mills, F. C, Statistical Method, Ch, VI. 
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concern witHout an adequate forecasting and budgetary control pro- 
cedure is declared by business authorities to be exceedingly lax in busi- 
ness methods and procedure. These instruments, if properly devised, 
operated and used, repay their cost many times over. For these rea- 
sons, many business men are vitally interested in studies in business 
cycles. 

The Idea of Prediction. — The study of the external factors which 
affect a business is for the specific purpose of prediction. The idea of 
prediction is back of science. If predictions can be made more accu- 
rate than mere chance, they are of value in foretelling future events. 
For example, weather predictions twenty-four hours in advance are 
extremely accurate — over 95 per cent accurate. Business forecasts 
are not, however, nearly so accurate. Some of them have been known 
to be less than 50 per cent correct — worse than chance. These re- 
sults, however, are not surprising in view of the methods employed for 
particular forecasts and the -newness of the science and the art of fore- 
casting. Some concerns enjoy the benefits of relatively accurate fore- 
casts. As time goes on and more thorough methods are employed, 
it seems reasonable to expect more reliable results to be secured. 

Since 1920 a number of large firms have devoted considerable en- 
ergy to the perfecting of methods and technique for business fore- 
casting. Some of them have succeeded in finding data outside of the 
business which will enable the concern to detect probable internal 
changes months in advance of the actual changes. Such indicators 
of business changes may be of invaluable assistance in the management 
of the enterprise. 

Relation of the Budget to the Business Cycle. — The budget 
is an instrument to aid in planning future operations. This necessi- 
tates a forecast as to what the conditions probably will be in the 
future. A budget cannot be drawn up with any high degree of prob- 
ability for attaining it unless future conditions are predicted with a 
like degree of success. If a budget be drawn up so as to reflect a 
boom year and conditions in the business do not reflect such a state 
of prosperity, the budget will be in excess of performance. If budgets 
are to be taken seriously, the probable effect of outside conditions upon 
the business should be predicted. It should be remembered, however, 
that a '^generaF' recession of activity may mean increased business for 
certain concerns. This indicates that each concern should know how 
its business will be affected during the several phases of the business 
cycle. 
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The Statistical Method — It has come to be realized by many 
executives that more and more control of future results must be 
effected. This indicates that ways and means must be provided to pre- 
dict the probable course of business over a reasonably long period of 
time. Just how long this period is will vary with the particular case. 
Such predictions should be suitable for budget purposes. 

The technique for the statistical manipulation of business data has 
been and is being developed rapidly. Alethods for studying trends, 
seasonal variations, cyclical and random fluctuations have been devised 



Figure 26. The Trend of Coke and Anthracite Pig Iron Production — 
Units 1000 Gross Tons. 


so that it is possible to study the probable effects upon the data of these 
factors. The application of this technique to the study of the problem 
of forecasting requires technical skill and good judgment, if reliable 
results are to be expected. 

Measuring the Trend. — The trend or long-time growth of a busi- 
ness may be given a statistical measure. The technique for measuring 
the trend of automobile registration, the shipment of tires, and pas- 
senger automobile production is illustrated in Chapters XXIV-XXXI. 
A knowledge of the growth factor in a business is imperative for 
many administrative purposes. For this reason, and to illustrate the 
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measurement of cyclical and random fluctuations, the technique is 
presented for analyzing coke and anthracite pig iron production. 

If a straight line be fitted to coke and pig iron production data 
shown in Table 25, a line of “growth” will be obtained. The normal 

TABLE 25 

Coke and Pig Iron Production 




Thousands of 





tons Gross 



Year 

X 

y 

xy 

2 

1919 

1920 

1921 

- 7 

- 5 
-3 

30,582 

36,415 

16,544 

- 214,174 

- 182,075 

- 49,632 

49 

25 

1922 

“ I 

26,877 

— 26,877 

9 

T 

1923 

1924 

+ I 
+ 3 

40,059 

30,708 

+ 40,059 
+ 92,124 

J. 

I 

1925 

1926 

+ 5 
+ 7 

37,001 

39,008 

+ 185,005 
+ 273,056 

9 

25 

49 



257,194 

+ 117,486 

168 


equations for the trend line are : 


Substituting the 


(1) S (y) = n a + b 2 (x) 

(2) 2 (xy) = a 2 (x) 4- .b 2 (xO 

values obtained in Table 25 and elirhinating. 


we have : 


Then: 


257,194 = 8a 
117,486 = 168 b 

a = 32,149.25 
639.79 


The values for a and for b may be used in the equation to determine 
the values for the straight line shown in Figure 26. 

EEminating Seasonal Variations.— The data' used above are 
on an annual basis. Due account must be given to the seasonal varia- 
tions. To reduce the data used above to a monthly basis, we have: 


„ 32 ,149 -25 J 639.79 

12 .72 


■ 2,679.10-1-8.886 


This would center at January i, 1922. To correct for 15 days, we 
add 4.443 (y2 of 8.886) to 2,679.10 and obtain 2.683.543^the value 
at January 15, 1922. The value of the data at the point of origin, 
January 15, 1919, is found by subtracting 426.528 (8.886 x 48) from 

^ the trend value is shown 

in Table 26. This table also shows the monthly and yearly production 
of coke and anthracite pig iron. These data are charted in Figure 27 
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The data shown in Table 26, Column 3? obtained bv dividing 
the monthly values by the trend values. The quotient is expressed as 
a percentage. The values shown in Column 3 were placed on a fre- 


TABLE 26 

The Measure^ient of Cyclical Fluctuation’s ^ 



(I) 

Data 

(2) 

(3) 

(4) 

(5) 

Date 

1919 

Actual 

Trend 

To 

Seasonal 

Dei'iatwn 

Jan 

• . . f 3302 

2257.01 

146 

109 

+ 37 

Feb 

. . . 2940 

2255.89 

130 

103 

+27 

Mar. ... 

, . • 3090 

2264.78 

137 

114 

+ 23 

Apr 

. . . 2478 

2273.66 

109 

104 

+ 5 

May 

. . . 2108 

2282.54 

92 

100 

- 8 

June 

... 2115 

2291.43 

92 

95 

~ 3 

Ja5y 

. . . 2429 

2300.31 

106 

95 

4- II 

Aug 

• • ■ 2743 

2309.19 

II9 

92 

+ 21 

Sept 

. . . 2488 

2318.07 

107 

92 

+ 15 

Oct 

. . . 1864 

2326.95 

80 

95 

- 15 

Nov 

. . . 2392 

2335-83 

102 

98 

+ 4 

2633 

30582 

Etc. 

^ Data for 1920-1926 omitted here. 

2344-71 

Etc. 

II 2 

Etc. 

103 

100 

+ 9 



Figure 27. Deviations from Normal of Coke and Anthracite Pig Iron production. 




338 ACCOUNTING FOR EXECUTIVE CONTROL 

quency distribution chart. An average of the six central items was 
used for determining the unadjusted seasonal index. The unadjusted 
index was then adjusted so that the average monthly value for the 
year would equal unity. The data shown in Table 26, Column 4, 
represent the required indices of seasonal variation. 

Cyclical and Random Fluctuations. — The deviations from the 
normal or trend value, after removing the seasonal factor, represent 
the cyclical and random fluctuations. The values for these deviations 
are shown in Column 5 of Table 26 and charted in Figure 27. Or- 
dinarily the period studied should be for more than eight years be- 
cause this is not a long enough period to determine a trend or growth 
factor. 

In the case of the Mileage Tire Company, shown in Chapters 
XXIV-XXXII, the cyclical and random fluctuations do not appear 
to be of any considerable importance. In some industries, however, 
the cyclical factor has been a real problem in the past. 

The Problem of Forecasting. — Forecasting for a business in an 
industry where the business cycle is felt is a harder problem than 
forecasting for a business like the Mileage Tire Company. The sta- 
tistical technique for forecasting is not the same because of the cycli- 
cal factor. Where the cyclical factor is present, the forecasting pro- 
cedure must include studies of commodities or some indices which 
will serve to forecast. These indices must be able to tell the direction, 
the extent, and the time of probable future changes. This might 
appear at first sight to be an impossible problem, one to be ‘‘solved” 
by soothsayers and fortune tellers, but it is not. This is just another 
business problem that has been and can be solved by the scientific 
method. Some executives and professional men, however, are very 
suspicious of any one who proposes to foretell future changes in 
business. These same individuals may have the same idea about the 
weather forecasts, and other forecasts which are known to have a high 
degree of reliability. Those who accept predictions made from the 
application of the scientific method to the solution of a business prob- 
lem, and act upon them, have more chances to win than they have 
to lose. 

Efforts to Predict in Business. — A considerable amount of effort 
has been set forth to discover the technique for the study of the busi- 
ness cycle and to predict changes in business conditions. Most con- 
cerns who have expended considerable energy in forecasting are too 
busy harvesting the results to be inclined to write about their successes. 
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Their attitude about business secrets also influence man}" in this re- 
spect. A number of concerns will describe their techniques privately, 
but few are willing to have the results of their efforts made public. 
Those who write about their forecasting methods seldom give illus- 
trations which are taken from their own experiences. An appraisal 
of results is seldom made public. A number of leading executives 
acknowledge that forecasting has meant much to their organizations. 
President Howard Coonley of the Walworth Ivlanufacturing Com- 
pany, stated, in his 1924 annual report to the stockholders, as follows: 

Had it not been for our method of budg'etary control, which made it possible 
to forecast both the decline and increase in orders, thereby maintaining a 
fairly even production throughout the year, in all probability no profit for 
the year would have been realized. Our earnings, though modest, were suf- 
ficient to add slightly to our surplus after providing for interest — preferred 
and common stock dividends.^ 

Thirty years ago, the furnishing of financial statements as of a 
past date as a basis for credit and other purposes was quite uncom- 
mon. Today a number of corporations furnish their bankers with 
budgets and forecasts as a basis for loans. It is to be expected that 
bankers, creditors, and stockholders will not be contented long with 
the present customary inadequate tools which are furnished them, but 
will demand and in due time will receive, instruments with which they 
can gain insight into the operations of a business, the efficiency of 
its management, and the value of its securities. The forecast is noth- 
ing more than most successful business men have been trying to learn 
from experience. The forecast in business, by the aid of the scientific 
method, places a most powerful tool in the hands of the administra- 
tors, managers, and others. It magnifies business experience and finds 
truths that the human mind is incapable of finding otherwise. Fore- 
casting is intensely practical. It is a modern business necessity. 

The external coordination of the business enterprise involves other 
questions than those discussed above. The business must be kept in 
proper relation to legal regulations and the community must be in- 
formed of the activities of the concern. These problems are treated 
in the remaining pages of this chapter. 

Business Regulations of Business, — ^The Jeffersonian school of 
democracy recognizes that business is more adapted to changes than 
legal procedure is adapted to changes. As far as practicable this 
school of democracy advocates that business should rule itself. In the 

^J, H. Barber, Budgeting to the Business Cycles p. 108. 
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absence of accepted ethical rules of conduct in business, it has been 
necessary to establish such rules of conduct by legal processes. One 
great source of business discomfort in the establishing of rules of 
conduct by the legal process is that they are not immediate and effective. 
The business man should know before he establishes a certain policy 
or enters into a transaction whether or not his conduct will meet with 
the approval of the community. Positive guidance in business, in- 
stead of a negative procedure, would serve to give the administrators 
and managers of a business a different outlook upon the whole ques- 
tion of the proper relation between the business and its employees, its 
customers and its suppliers. 

The profession of ''management,^' now in its early stages of de- 
velopment, is formulating rules of conduct in business which are de- 
signed to bring about the "right" relationship between the owners of a 
business, its employees, its customers, and the general public. Dur- 
ing recent years the Federal Trade Commission and other government 
executive and judicial bodies have interpreted legal restrictions upon 
business differently' from their former interpretations. The econo- 
mies which science and invention have brought to business, augmented 
by many improvements in business methods and procedure and the 
accumulation of wealth, have brought about such radical changes that 
the older ideas of how best to regulate business relationships have 
become antiquated and badly in need of revision. This revision must 
come of economic necessity. 

The administrators and the managers of business enterprises can 
do much toward guiding the activities of business enterprises along 
paths of high ethical conduct. When business is so guided, there are 
few possibilities that legal restraints will bear heavily upon business. 
The accounting method and its ways and means provide highly useful 
tools to the administrators and managers for helping them to admin- 
ister and to execute plans for the conduct of business enterprises. 

Business Publicity. — The increase in the size, the complexity, and 
the extent of the business enterprise has brought with it a complex ques- 
tion of business relationships. The former word of mouth channels 
of publicity have become hopelessly inadequate for the needs of mod- 
ern business. New types of publicity have been invented in an en- 
deavor to maintain a satisfactory working relationship between the 
business and its owners, employees, customers, suppliers, and the gen- 
eral public. Business publicity, then, covers a wide field, has many 
purposes, and many ways and me^ps for securing the desired aims. 
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It is the object to discuss briefly some of the information which may 
be secured from accounting that will assist in better business rela- 
tionships. 

The publication of financial statements as of a past date has had 
considerable effect upon the members of the community. Air. Thomas 
W. Lamont ^ has pointed out the tremendous influence which financial 
publicity has had upon the financial standing of railroads and certain 
other public utility corporations, the national banks and certain other 
financial institutions, and such industrial corporations as the United 
States Steel Corporation, the General Alotors Corporation, and con- 
cerns whose securities are listed upon the stock exchanges. Such 
publicity has its effect and tends toward a better understanding of 
business. Financial statements as instruments for the securing of sig- 
nificant information about an enterprise are subject to definite and 
often serious limitations. The manner in wEich they are usually pre- 
sented, for the use of stockholders and prospective investors, limits 
their usefulness still further. 

From the social point of view, the community looks upon the busi- 
ness enterprise as an institution which furnishes desirable services. 
The efficiency of the business in carrying out its purposes should be 
judged only incidentally by the profits which it secures. The public 
is interested in getting more and better goods for its mone}”. Unless 
the enterprise avails itself of legitimate opportunities to lower its 
costs and prices by improving its facilities and technique, it does not 
deserve to serve the public. That which the public wishes to see re- 
flected, in the accounting of the concern to it, is the progress made in 
the increasing of services or the provision of desirable services at bet- 
ter and better advantages in purchasing power. The public expects 
these services at prices which will yield profits commensurate with the 
risk assumed and the forethought exercised.^ If business enterprises 
do not present pertinent accountir^ data to the public through proper 
publicity methods, they should n|t be surprised to find themselves 
being dealt with harshly. 

From a social viewpoint, the eilployee looks upon the business en- 
terprise as an institution for the reipering of social service in which he 
has a part. He judges the busiheM enterprise by its ability and will- 
ingness to furnish him with inc^eu. purchasing power and increased 
betterments in working conditi^s Organized labor has recognized 

^Industrial Management, July, 

® See Chapter X. 
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that labor must cooperate to produce more goods per employee if 
progress is to be made in social well being. The compensation for 
greater and greater production must be increased purchasing power. 
Labor expects to share this increased productivity with the business 
enterprise and the public. Accounting data may be used to furnish 
the employee with information as to the probable share he has re- 
ceived, and may receive, in larger production. Such data may be made 
available for individuals, collectively or singly. It is incumbent upon 
the enterprise to make the data available and to give the data adequate 
publicity. Unless the proper data are made available, the employee may 
look at the general balance sheet and profit and loss statement and 
have grave misgivings as to the share retained by the business enter- 
prise. He may look at an appraisal of the wastes in his industry, and 
conclude that he has not received his just share in what he has actually 
produced. Unless the managers and the administrators provide the 
employee with an accounting for benefits which he has received for 
that which he has produced, they should not complain because labor 
makes “unreasonable” demands for more purchasing power. 

The stockholder who realizes the broader aspects of the business 
enterprise realizes that it is a social machine and exists by virtue of its 
service to mankind. An adequate return is necessary to encourage sav- 
ings. Assurance of this return, the stockholder feels, is a condition 
precedent to continued savings and investment . in the business enter- 
prise. Such a stockholder judges the business enterprise not entirely 
by the purchasing power which he secures or which accrues to him and 
by the protection of his investment, but he is also interested in the 
questions in which the community is interested. Then, too, he looks 
as far as he can to the future. The customary financial statements 
which he receives do not provide the necessary information, in many 
cases, for him to determine whether the profits are as much as may 
reasonably be expected or whether the administrators have assayed the 
performance of management and found it to be in agreement with rea- 
sonable standards for performance. The ways and means of account- 
ing, however, may be used to convey vital and significant information 
to stockholders, bondholders, and general creditors. Many of these 
ways and means are set forth herein. 

In its broader aspects, accounting may be used to show the public, 
the employee, the administrators, the managers, the stockholders, and 
the general creditors of a concern the advantages which each has and 
may receive from the provision pf service^ fo jnankind. Internal data 
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of the business enterprise provide much of the desired information. 
External data, or data outside the particular concern, or the industry, 
may be used to place the internal data in their proper perspective. 
Nothing in business is so destructive as ignorance of vital and signifi- 
cant information regarding business. One of the most potent forces 
that tends toward good will and understanding in the community is 
properly appraised information widely disseminated. 

General Purposes of Illustration. — In order to make more con- 
crete some of the concepts of accounting, as set forth in this treatise, 
it was thought that a fairly comprehensive illustration should be given 
to emphasize some of its features. The reader usually manifests more 
enthusiasm over an illustration covering the actual operations of a given 
enterprise than he does over a hypothetical illustration. No concern 
has been found, however, which could serve the purposes that this il- 
lustration seemed to demand. Then, too, any enterprise selected would 
object to having much of the information required for illustrative 
purposes exposed to the general public. To serve the purposes of this 
treatise, the illustration had to be fairly simple and at the same time 
a business which was large enough to secure many of the advantages 
of an organization, such as is indicated herein. 

Selecting the Illustration. — ^An illustration could have been 
formulated which covered the operations of a business engaged in any 
extensive line of activity. Studies were made of three industries and 
from these studies it was decided that, for the purposes of this treatise, 
a concern engaged in the manufacture and sale of automobile tires 
and tubes would be the most easily understood. Having selected the 
industry, further researches were made to cover pertinent information 
about the tire and tube business and related businesses. 

The operations of three large concerns in the rubber industry were 
studied. The concern which is designated in this illustration as the 
“Mileage Tire Company” is the result of a combination of the oper- 
ations of these three concerns and other information obtained in the 
industry. Due allowance must be made, however, for the develop- 
ment of concepts and of statements uncommon to any that were 
observed in the industry. 

The Business. — The operations of the Mileage Tire Company, as 
reflected in the statements presented herein, are similar to some of 
the large tire and tube manufacturers, so that, while the Mileage Tire 
Company is a “hypotheticaf* company, yet the data used conform to 
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that which might be found in any of the sizable concerns in the 
industry. 

The Balance Sheet Items. — The general classification of balance 
sheet items used in this illustration has been taken from the classifica' 
tion of accounts recommended by the Rubber Association of America, 
Inc. The items which appear in the balance sheets were secured by 
means of balance sheet ratios. Briefly, these ratios were secured by 
combining the balance sheets of certain prominent corporations, then 
adjusting the combined balance sheets to allow for the investment used 
in other than the tire and tube business. A ratio for each item in the 
balance sheet was computed as of January i, 1926. A ratio of dollar 
investment to standard capacity to produce one thousand units of prod- 
uct was then computed. This ratio was multiplied by the capacity set 
for the Mileage Tire Company. This gave the total assets that would 
be employed in the business. The balance sheet ratios were then mul- 
tiplied by the total assets to secure the various balance sheet items at 
January i, 1926. Each quarterly balance sheet after that date is 
drawn to reflect the conditions of the business at the date of the bal- 
ance sheet. Ratios were used for this purpose. 

Profit and Loss Items. — The profit and loss items were secured 
from two different kinds of computations. The first class of compu- 
tations was used to determine the standard operating profit. This 
was secured by the multiplication of units by prices and extending the 
several products into the profit and loss statement. The prices were 
secured from individual enterprises and from other sources. The 
second class of computations was secured by the multiplication of 
representative ratios by the sales. These calculations were made for 
all items other than those entering into the standard operating profit. 

The Profits Policy — ^A definite profits policy for a business is 
necessary at the outset, if best results are to be secured. A profits 
policy should be determined only after adequate research and study; 
but before this research can be completed, due weight must be given to 
the general idea of the board of directors as to an adequate return. 
A high profits policy may have a tendency to increase competition, but 
this general tendency may have no effect upon individual enterprises, 
due to the efficiency of one concern over others. A net return, over a 
period of years, of a specified amount should be striven for, but the 
profits earned in a specific year may vary widely from this average. 

The directors of the Mileage Tire Company, after considering the 
staff reports, felt that for the year 1926, the preferred stock should 
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earn its 7% dividend and that the common stock and the surplus 
should earn 12^/2 on the book value thereof. There is $25,504,000 
in 7 /i cumulative preferred stock outstanding. This requires an an- 
nual payment of $1,785,280. The common stock and surplus amount 
to $54,496,000 and the earnings on this should be, at 12^4 5^, $6,812,- 
000. The common stockholders have been paid quarterly for 
several years and it is desired to maintain these dividends. These 
dividends will amount to $2,400,000 (8% of $30,000,000), After 
making the payment for common stock dividends, a balance of $4,- 
412,000 should remain to provide for reserves and the expansion of 
the business. The establishment of a profits policy should be the first 
step taken in making the budget plan for a business. 

The Budget. — Something should be said of the procedure used 
to arrive at the budgets for 1926. The methods used to secure bal- 
ance sheets and profit and loss statements for the Mileage Tire Com- 
pany were indicated above. The data used in the budget had to be 
developed. The procedure was to take the experiences of existing 
enterprises, for the most part, and apply them to the case. This may 
appear as an arbitrary method of securing a ‘'forecast.’' It is not, 
however, as arbitrary as it may appear, since the forecasts vary no 
more than particular firms have secured at one time or another. It 
should be understood clearly that while the data used in the state- 
ments of the Mileage Tire Company are secured from businesses and 
averages of certain businesses in the industry, their objective is to serve 
as illustrative material. 



CHAPTER XXIV 


INTERNAL STATISTICAL STUDY 

Sharing the Total Tire Business. — Under competitive conditions, 
each competitor secures a share of the total business. If an individual 
concern is to know whether or not it is securing its “share'' of business 
to be had, some study must be made of the portion of the business it 
has secured in the past and the probable increase of its business during 
a specified period. One of the easiest ways of telling whether or not 
the business is progressing satisfactorily as to volume is to see that 
it secures its share of the total business to be had. 

It is not always practicable to make a comprehensive study of the 
volume of business done, but such a study should be of material as- 
sistance in the management of the business. In Table 27 are given 

TABLE 27 

Automobile Tire Shipments 


Years 

Total 

Mileage 

% of 
Bus^ness 

1921 

23,271 

4,825.0 

20 73 

1922 

29 , 990 

6,104 6 

20.35 

1923 

33,393 

7 , 054-2 

20.81 

1924 

38,005 

7,927.4 

20.86 

1925 

44,524 

9,292.9 

20.88 

1926 

44,250 

9,403.9 

21.25 

1927 

50,000* 

10,426.8* 

20.85 


^Estimated. 

Unit: Thousands. 

the statistics on automobile casings sold by the Mileage Tire Com- 
pany in comparison to the statistics published by the Rubber Asso- 
ciation of America. During the years 1921-1926, inclusive, the com- 
pany did from 20 to 21 per cent of the business. The statistics of the 
Mileage Tire Company are included in those used herein. 

The Study of Shipments by Classes. — The total shipments fur- 
nish a basis for further analysis to determine the percentage of busi- 
ness that is secured from the several products sold. In Table 28 is 
shown the shipments of tires, by lines of tires, together with the per- 
centage of business done in each line. These statistics are taken from 
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TABLE 28 


Total Shipments of Tires, by Classes and Percentages 



Quar- 


Cord 

Fabric 

Balloon 

% 

, 0 

% 

Years 

ters 

Total 

Tires 

Tires 

Tires 

Cord 

Fabric 

Balloon 

1924 

.. 1 st. 

8,696 

5,406 

3 A 49 

141 

62.16 

36.21 

1 .63 


2nd. 

8.537 

5,170 

2,532 

835 

60.55 

29.65 

9.80 


3rd. 

11.158 

6,771 

3,160 

1,227 

60.68 

28.32 

II .00 


4tli. 

9.614 

5,594 

2,672 

1,348 

58-18 

27.79 

14.03 



38,005 

22,941 

11,513 

3.551 

60.36 

30.29 

9-35 

1925 

.. 1st. 

9^523 

4,784 

2,243 

2,496 

50.23 

23.55 

16.22 


2nd. 

13,642 

6,889 

2,246 

4,507 

50-49 

16.46 

33.05 


3rd. 

11,720 

6,305 

1,755 

3,660 

53.79 

13-99 

32.22 


4tli. 

9M9 

4 i 707 

967 

3,965 

48.83 

10.04 

41-13 



44 1524 

22,685 

7,211 

14,628 

50 95 

16.20 

32-85 

1926 

.. 1st. 

8.227 

3,759 

506 

3,962 

45 - 69 

6.15 

48.16 


2nd. 

11,936 

5,607 

691 

5.63S 

46.97 

5.80 

47-23 


3rd. 

14.341 

7,173 

873 

6,295 

50.01 

6.10 

43-89 


4th. 

9.746 

4,820 

447 

4.479 

49-45 

4.60 

45-95 



44 >250 

21,359 

2,517 

20,374 

48.26 

5-70 

46.04 


Source: Rubber Association of America. 

Unit: Thousands of tires. 

those published by the Rubber Association of America, Inc., and cover 
approximately 80 per cent of the industry. 

The shipments of the Mileage Tire Company from 1921 to 1926, 
inclusive, are shown in Table 29. A study of this table will show the 
results of the changes in the types of tires consumed. The sales of 
fabric casings declined so materially that the Mileage Tire Company 
completely eliminated the item from their 1927 program. The esti- 


TABLE 29 

Analysis of Classes of Tire Shipment — Mileage Tire Company 




Cord 


Fabric 


Balloon 


Years 

Total 

Tires 

% 

Tires 

% 

Tires 

% 

1921 — 

4,825.0 

1,379.9 

28.60 

3 , 445-1 

71.40 



1922 

6,104 ^ 

2,892.4 

47-38 

3,212.2 

52.62 



1923.... 

7,054-2 

3,976-5 

56.37 

3,077-7 

43-63 



1924..,. 

7,927.4 

4,926.9 

62.15 

2,199.9 

27-75 

800.6 

10 10 

1925.... 

9 , 292 . 9 

4,516.4 

48.60 

1,537.9 

16.55 

3,238.6 

34-85 

1926 

9,4039 

4,532.7 

48.20 

352.6 

3-75 

4,518.6 

48.05 

1927*. , . 

10 , 426 . 8 

4,692.1 

45-00 



5,734-7 

55-00 


*Estimated. 

Unit: Thousands of tubes. 
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mated sales for 1927 places balloon tire shipments at 55 per cent c 
the total, while cord tires will probably be about 45 per cent of th 
otal business. The sales of balloon tires have increased to such a 
extent that this tire promises to displace cord tires as the cord tir 
displaced the fabric tire. 

Ratio of Tube to Tire Consumption— Since tires and tubes d 
not have the same life, it becomes necessary to study the ratio of th 
consumption of tubes to tires before production is planned or produc 
ive capacity is provided. The ratios of tube to tire shipments of th, 
Mileage Tire Company is shown in Table 30. This table discloses tha 
ere are seasonal variations in the ratio of tube to tire consumption 


TABLE 30 

Ratio of Tube to Tire Shipments— Mileage Tire Company 


Year Quarter 

1924 1st 

2nd 

3rd 

4tli 

Cord and 
Fabric 
Tires 
■■ 1,658.7 
. . 1,626.3 
•• 2,119 5 
■ 1,722.3 

High 

Pressure 

Tubes 

2.332.8 

2.317.8 
3,013.7 
2,347 9 


7,126 8 

10,012.2 

1925 1st 


2.215.3 

2,579.8 

2.572.4 
2,042.7 

2nd 

3rd 

4th 

* ^ • 3 
. 1,972.2 
. I , 663 . 2 
. I , 028 . 6 


6,054.3 

9,590.2 

1926 1st. 


1,381.2 

X , 625 . 0 

2.210.1 

1 . 669 . 1 

2nd 

3rd 

4th 

• 00^ . V 

1,310 3 
1,630.3 
1,081.7 


4,885.3 

6,885.4 

1927* Jan 

Feb 

Mar 

284.8* 

294.2* 

34S.2* 

445.2* 

374.3* 

477.6* 


927.2* 

1,297.1* 

Year* 

A T * 

6,333.4* 


if . , . JL 


*Estmiated. 

Unit.? 


Ratio: 

Tubes 

Tires 

I 4064 
1.4252 

I. 4219 
I 3632 

Balloon 

Tires 

31.2 

192.9 

28X.5 

295.0 

Walloon 
Tubes 
17 0 
146.7 
239.2 
277.6 

Ratio. 

Tubes 

Tires 

X.4202 

800 6 

680.5 

.8499 

1-5934 

1.3080 

1.6548 

1-9859 

555 4 

1,004.0 
842 3 
836 9 

556.7 

1,063.4 

830.0 

883.5 

1 .0023 
1.0592 
-9853 
1.0556 

1.5840 

3,238.6 

3 , 333-6 

1.0293 

1.6000 

1 . 2402 
1-3556 

I -5430 

903.7 

1 . 269 . 7 

1 . 400 . 8 

944.4 

962.7 

1,369.9 

1,427.3 

1,029.8 

1.0653 

X 0789 

X .0189 

I . 0904 

1.4094 

4,518.6 

4,789 7 

X . 0600 

1.5632 

1.2722 

1.3716 

245.4* 

347.0* 

490.9* 

283 9* 
331.0* 
536.0* 

X.I568 

.9539 

X.09X8 

1-3989 

1,083.3* 

1,150 9* 

1 . 0624 

1.3500 

5,734.7* 

6,365.5* 

1. 1000 
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Prior to the introduction of balloon tires and tubes, the sales of 
tubes exceeded the sale of tires from 40 per cent to 60 per cent. Little 
experience was available to show the ratio of tube to tire consumption 
in this new line. The temptation was to plan production facilities upon 
somewhat the same basis as past experience would indicate. This led 
to a temporary excess capacity for balloon tubes, which may be sur- 
mised from Table 37. It was found that it took about a year for the 
sale of balloon tubes to equal the sale of balloon tires, and that there 


TABLE 31 

Ratio of Tube to Tire Consumption — General Average in the United States 




Cord and 

High 

Ratio : 



Ratio : 



Fabric 

Pressure 

Tubes 

Balloon 

Balloon 

Tubes 

Years 

Quarter 

Casings 

Tubes 

Casings 

Casings 

Tubes 

Casings 

1924 

1st 

8,555 

m.353 

I .2101 

141 

88 

.6242 


2iid 

7,702 

10,569 

1,3722 

835 

630 

.7544 


3rd 

9,931 

15,158 

1.5263 

1,227 

1.035 

■8435 


4tli 

8,266 

11,940 

1.4445 

1.348 

1,239 

.9191 



34,454 

48,020 

1.3937 

3.55X 

2,992 

.8425 

1925 

1st 

7,027 

9.755 

1.3882 

2,496 

2,441 

•9779 


2nd 

9.135 

13,242 

1.4495 

4.507 

4,589 

I 0181 


3rd 

8,060 

13,260 

1.6451 

3.660 

3,785 

1. 0341 


4th 

5,674 

9,629 

1.6971 

3.965 

4,052 

I ,0219 



29 , 896 

45 , 886 

1.5348 

14,628 

14,867 

I .0163 

1926 

1st 

4,265 

5,212 

1,2220 

3,962 

4,122 

1.0403 


2nd 

6,298 

7,533 

1.1961 

5,638 

6,156 

I .0918 


3rd 

8,046 

12,867 

1.5992 

6,295 

6,577 

1.0447 


4th 

5,267 

6,714 

1.2749 

4,479 

4.523 

I .0098 



23 , 876 

32,326 

1.3539 

20,374 

21,378 

I .0492 


Unit: Thousands. 


was a decided tendency for the consumption in this line to remain about 

30 per cent below the recent experience with the high pressure tires. 
The ratios of tube to tire consumption in the United States are 

shown in Table 31. A comparison of the data shown in Tables 30 and 

31 shows the competitive conditions of the Mileage Tire Company. 
Each year the statistics of the company show higher percentages than 
the average. The products of the company are known to give better use 
in service than the majority of tires and tubes. In the light of these 
facts, it seems evident that the company is progressing satisfactorily 
as regards the proportion of business secured. 
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The Unit as a Criterion. — Every business needs some criterion 
by which it can judge its relative position in the industry. To make 
the comparison on the comparative amount of capitalization is a crude 
and ineffective method. A comparison of profits meets with the same 
objection. Of the many criteria, the most effective seems to be the 
unit basis. If statistics can be obtained which will show the approxi- 
mate consumption of a given article and a manufacturer knows the 
relation of his output to the total output, he is in a position to know 
the place of his business in the industry. 

The Mileage Tire Company, for example, sold about 21 per cent 
of the cord tires in the United States during 1926, and from the sta- 
tistics presented in Table 32, it appears that the company is maintaining 

TABLE 32 

Sharing the Tire Business with Competitors 




Cord Tire Shipments 


Balloon Tire Shipments 

Years 

Total 

Mileage 

Per cent 

Total 

Mileage 

Per cent 

1924 

, 22,941 

4,926.9 

21.48 

3,551 

800.6 

22.55 

1925 

, 22,685 

4,516.4 

19.91 

14,628 

3.238-6 

22.14 

1926 

21,359 

4 . 532.7 

21.22 

20,374 

4.518.6 

22.17 

1927 

— 

4,692.1* 

— 

— 

5 . 734 - 7 * 

— 


Sotirce: Rubber Association of America. 
Unit : Thousands of tires. 

^Estimated. 


its share of the tire business. The share of business which a firm se- 
cures depends upon a number of factors, some of the most important 
of which are as follows : the profits policy, the price policy, the quality 
of product offered, the sales effort, and other factors. The board of 
directors which adopts a policy of maintaining its share of the business 
in units and increasing gradually its share of the total business has 
adopted an exceedingly wise policy. Its profits policy should give 
due consideration to this policy. 

Sharing the Total Tube Business. — The management of the 
Mileage Tire Company wishes to know if the company is securing 
its share of the tube business. Table 33 supplies some of the facts in 
the case. The ratio of balloon tube to balloon tire shipments for 
1926 was 1.0600 for the Mileage Tire Company (Table 30) and 1.0492 
for the average (Table 31). The per cent of the company's business 
in balloon tires to the total was 22.17 (Table 32), while the same 
ratio for balloon tubes was 22.50. If it be assumed that the last- 
mentioned set of data (22.50-22.17) are comparable directly, then the 
shipment of balloon tubes compared to balloon tires is favorable. If it 
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TABLE 33 

The Percentage of the Tube Business Done by the Mileage Tire Company 


Shipments Shipments 

High Pressure Tubes Bailoon T ubes 

Years Total Mileage Per Cent Total Mileage Per Cent 

1921 ..27,79^ 5 , 795-5 2085 

1922.... 37,225 7,631.1 20.50 

1923 44,304 9 , 259-5 20.90 

1924 48,020 10,012.2 20.85 2,992 680.5 22 74 

1925-- .45,886 9,590.2 2090 14,867 3,333-6 22.42 

1926 32,326 6,8854 21.30 21,286 4,789.7 22.50 

1927 6,333.4' 6,365.5 


^Estimated. 

Unit: Thousands of tires. 

be assumed, however, that the company should maintain its ratio above 
the average, then the following computations should be made : i ,0600 
minus 1.0492 equals .0108. And 22.17 times i.oioS equals 22.41, 
which, when compared with 22.50, shows that the shipments of tubes 
compare favorably with shipments of balloon tires. 

Based upon the assumption that the company should maintain its 
ratio of shipments of tubes to tires over the average, the following 
values are ascertained: 

High Pressure Tubes Balloon Tubes 

Percentage of Computed Percetitage of Computed 


Years Business Per Cent Business Per Cent 

1924 20.85 22.05 22.74 22.71 

1925 20.90 20 89 22.42 22.43 

1926 21 30 22.19 22.50 22.41 


Where the computed per cent is less than the percentage of business, 
this indicates that the comparison given here is favorable. 

A direct comparison of Tables 32 and 33 indicates that during the 
years 1924-1926, inclusive, high pressure tube shipments compared 
favorably with the shipments of cord tires. This type of comparison 
indicates that the company secures certain portions of the total busi- 
ness in each line ; and except for 1924 high-pressure tube shipments, the 
comparison is favorable. 

The management should decide which of the above bases of com- 
parison is to be used in setting the goal and in judging the effectiveness 
of the concern in carrying out its policies. 

Seasonal Variations in Shipments. — The tire and tube business 
is affected by the seasons of the year — ^that is, sales are not uniform 
throughout the year. In planning the operations of a business, these 
seasonal variations must be known, if the best advantages of the 
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conditions which the business faces are to be taken. The raw 
m the tire and tube business, which must be used in the construction 
of seasonal variations, are subject to fluctuations which are in reality 
no true One of the chief factors which has entered into the prefem 
ata is the practice of giving “advanced datings” on shipments Thi-« 
means that the goods are shipped, but the bills may be dated months 

TABLE 34 

Seasonal Variations in Shipments of the Mileage Tire Company 


Months 


April. 
May. 
June. , 


July 

August 

September. 


December . 



High 



Cord 

Pressure 

Balloon 

Balloon 

Tires 

Tubes 

Tires 

Tubes 

6.07 

7.03 

4.28 

4.46 

6.27 

5-91 

6.05 

5.20 

. . 7-42 

7.54 

8.56 

8.42 

19.76 

20.48 

18.89 

18.08 

. . 7-86 

7.29 

9.82 

10. 15 

. 8.71 

8.29* 

9.82 

10.15 

• 9 36 

9-43 

10.33 

10.15 

25.93 

25.01 

29.97 

30.45 

. 9.71 

11.05 

10.08 

9.65 

• 10.65 

10.17 

8.82 

8.91 

• 9 51 

8.92 

8.56 

8.42 

29.87 

30.14 

27.46 

26.98 

8.21 

8.29 

9.57 

9.16 

7.62 

8.04 

7.81 

7.66 

8,6i 

8.04 

6.30 

7.67 

24.44 

24.37 

23.68 

24.49 

100.00 

100.00 

100.00 

100.00 


oresStdf “shipments” instead of 

the dRt to such defects in 

the data, where practicable, if a comparison is to be made between the 

The seasonal variations in shipments of the Mileage Tire Com- 
pany are shown in Table '?4 The indeY- for +iio o.* i • • 
in cord +:r»c .4 L- 1 index tor the seasonal variations 

the ^ vrtssmt tubes is found by the following method : 

ments ofT' °f ^tal ship- 

nts of tires for the corresponding year. The same procedure is 
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followed for tubes. A frequency distribution sheet is used to deter- 
mine the similarity of the variations in the percentages for each month 
of the year for tires and for tubes. The average for each monthly 
index is constructed from an average of the values of four out of six 
cases. The high and the low values for each month were eliminated 

TABLE 35 

Seasonal Variations in Production of the Mileage Tire Company 



Cord 

High 

Pressure 

Balloon 

Balloon 

Months 

Tires 

Tubes 

Tires 

Tubes 

January 

. 8.13 

7-45 

7.20 

7 69 

February. . . . 

. 8.13 

7.87 

6.70 

6.45 

March 

• 9-05 

9 99 

6.95 

6.45 


2531 

25-31 

20.85 

20.59 

April 

. 8.80 

8.63 

8.63 

8 18 

May 

8.94 

8 30 

9 19 

8 93 

June 

8.04 

7 63 

10.68 

II 17 


25-78 

24 -56 

28.50 

28 28 

July 

• 8.55 

8 13 

ro.45 

10 18 

August 

• 8.99 

8.97 

9.68 

9.18 

September. . . 

8.30 

8.97 

7.20 

7-94 


25 84 

26.07 

27.31 

27 30 

October 

• 7-89 

8.63 

6.95 

7-94 

November, . . 

• 7-46 

8.47 

7.20 

8.45 

December 

• 7-72 

6.96 

9.19 

7.44 


23.07 

24 06 

23- 

>34 

23 83 

100.00 

100.00 

100 

00 

100.00 


The index so found was then raised to one hundred by appropriate sta- 
tistical methods. 

The balloon tire and tube index was constructed in a similar man- 
ner to the index of seasonal variations for cord tires and high pres- 
sure tubes, except that experience was available for only three years. 
An average was obtained from the values of the two cases most sim- 
ilar in each month. This index was then raised to one hundred by 
appropriate methods. 

This index of seasonal variations was used to apportion the total 
forecast shipments of the Mileage Tire Company to the several 
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months and quarters. For example, the estimated sales of balloon 
tires for 1927 is 5,734,700, the seasonal index for the first quarter is 
18.89 product is 1,083,284 or 1,083.3, shown in Table 30. 

The monthly forecast of sales units in each product is ascertained by the 
same method. 

Seasonal Variations in Production* — In a manufacturing busi- 
ness lower costs should be obtained where the output is constant than 
where the output fluctuates materially. For this and other reasons, 
good management endeavors to keep production at as steady a level as 
the finances of the business permit and business conditions warrant. 
The index of seasonal variations in production of the Mileage Tire 
Company is shown in Table 35. This index is constructed from the 
production records of cord tires and high pressure tubes of the past 
three years, and from the records of the past two years in the case 
of balloon tires and tubes. This index is constructed by the usual 
procedure for constructing such indices, as indicated above in the 
construction of an index for seasonal variations in shipments. 

It will be observed that while the quarterly seasonal variations in 
production are relatively stable in each of the two groups of products, 
yet their monthly indices have significant variations. Thus, the cord 
tire and high pressure tube group have the same quarterly index of 
25.31 for the first quarter while in March the variation is about ii 
per cent. 

The index of seasonal variations was used to distribute the produc- 
tion for 1927 to the various months and quarters. For example, the 
-estimated shipments of balloon tires for 1927 is 5,734,700, the sea- 
sonal index for the first quarter of production is 20.85, so that the 
production schedule will call for fabrication of 1,195,685 balloon tires 
during the first quarter of 1927. The index is used in a similar manner 
to determine monthly production. 

Some Experience Data. — The shipments, production, and inven- 
tory experience for the Mileage Tire Company for cord tires, high 
pressure tubes, balloon tires, and balloon tubes are shown in Tables 
36a, 36b, and 37- These data are on a monthly basis. The ship- 
ment data of the Mileage Tire Company correspond relatively close 
to the data published by the Rubber Association of America, Inc. The 
production of the Mileage Tire Company has been less seasonal in 
the past than the general average production. The indices of seasonal 
variations have been prepared from the percentages which appear in 
the accompanying tables. 
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TABLE 36A 

Mileage Tire Company Cord Tire and High Pressure Tube Experience 1921-1923 



Cord Tires 

High Pressure Tubes 






Inven- 





Inven- 


Shipments 

Production 

tory 

Shipments 

Production 

tory 


Units 

To 

' Units 


Units 

j Units 

1 

1 

Units 

! 

< <- 

ITnits 

1921 











Jan 

63 6 

4 61 

72 6 

5-50 

191 1 

231 8 

; 4 00 

267 0 

4.60 

429 2 

Feb 

69 4 

5 03 

80 s 

6 10 

202 2 

240 5 

1 4 15 

: 2S4 4 

4 00 

473 I 

Mar 

97 3 

7 OS 

92 4 

7 00 

197 3 

373 8 

6 45 

i 371 6 

6 40 

470.9 

Apr 

100 7 

7 30 

99 0 

7.50 

195 6 

423 I 

i 7.30 

i 400 6 

6 90 

44S 4 

May 

135.2 

9 80 

TOO 3 

7.60 

160 7 

49S 4 

8 60 

415 I 

7 IS 

365 I 

June 

144 9 

10 50 

I13 6 

8 60 

129.4 

649 I 

11.20 

449 9 

: 7 75 

165.9 

July 

152 s 

II 05 

127 3 

9 65 

104.2 

753 4 

13.00 

748 8 

10 90 

161.3 

Aug 

162,8 

11.80 

136 0 

10 30 

77 4 

709 8 

13 So 

746 0 

12. 85 

107 5 

Sept 

138.7 

10 05 

131 4 

9 95 

70 1 

504 2 

8 70 

592 I 

10.20 

195 5 

Oct 

104.9 

7 60 

126 7 

9 60 

91 9 

428 9 

7 40 

5S9 2 

10 IS 

355-7 

Nov 

92 5 1 

6 70 

124 0 j 

9 40 

123 4 

430 3 

5 70 

525 9 

9 06 

451 3 

Dec 

IIT 4 1 

8.51 

iiO 3 

9 80 

122 3 

462.2 

9 70 

4x4 5 

7.14 

404 6 

Total 

1379 9 

100 00 

1320 i 



5795 5 


5S05.1 



1922 











Jan 

141 7 

4.90 

203 8 

7.10 

184 4 

389.2 

5 10 

400 S 

5-20 

41S 9 

Feb 

144 I 1 

4 98 

172 2 1 

6 00 

212.5 

366 3 

4 80 

485 2 

6 30 

534-8 

Mar..... 

196 7 

6 So 

157 9 

5 SO 

173 7 

473 I 

6 20 

635.3 

' 8.25 

697 0 

Apr 

203 9 

7 OS 

189 4 

6 60 

159.2 

496 0 

6 50 

608 4 

7.90 

809.4 

May 

238 6 

8 25 

208 I 

7 25 

128 7 

602 9 

7 90 

554 4 

7.20 

760.9 

June 

283 5 

9 80 

28s 6 

9 95 

130 8 

839.4 

II 00 

670 0 

8.70 

591 5 

July 

260 3 

9 00 

286 4 

9 98 

156.9 

774 6 

10 is 

662.3 

8.60 

479.2 

Aug 

321 I 

II 10 

28s 0 

9 93 

120.8 

854 7 

11.20 

689 3 

1 8.95 

313 8 

Sept 

266 I 

9 20 

235 I 

8 19 

89.8 

671.5 

8 . 80 

; 646.9 

8.40 

289 2 

Oct 

274 8 

9 50 

284, 1 

9 90 

99.1 

702.1 

9.20 

827 9 

10.75 

415.0 

Nov 

258 8 

8 9 S 

283 6 

9 88 

123 9 

690 6 

9 05 

839 4 

10.90 

563.8 

Dec 

302 8 

10.47 

279.0 

9.72 

100. 1 

770 7 

10 50 

681.6 

8.8s 

1 474.7 

Total 

2892.4 

100 00 

2870.2 

100 00 


7631 1 

100.00 

7701 2 

100.00 


1923 











Jan 

330 I 

8 30 

321.2 

8.05 

91 2 ! 

80s 6 

8 70 

831 5 

8.95 

500.6 

Feb 

310 2 

7 80 

327.2 

8 20 

108.2 

666.7 

7 20 

873 3 

9 40 

707 2 

Mar 

397 6 

10 00 

373 I 

9.35 

83 7 1 

847.2 

9 15 

859.3 

9 25 

719 3 

Apr 

358 8 

9.70 

361.1 

9.10 

61.0 1 

759 3 

8 20 

854 7 

9.20 

814 7 

May 

348 0 

8.75 

359.1 

9 00 

72.1 

740.8 

8.00 

826 8 

8 90 

900.7 

June 

290,1 

7 30 

351-2 

8 80 ; 

133 2 1 

824.0 

8.90 

840.8 

9.0s 

917 . 5 

July 

274-4 

6,90 

315.2 

7 90 

174 0 

833 4 

9 00 

817 5 

8 80 

901 6 

Aug 

322.0 

8.10 

299 3 

7.50 

151 3 ^ 

888 9 

9 60 

724 7 

7.80 

737 ' 

Sept 

310.2 

7.80 

331.2 

8.30 i 

172.3 ' 

722 2 

7 80 

S18.4 

5-58 

533 0 

Oct 

334 0 

8.40 

318 4 

7.98 

156.7 

700.7 

8 00 

603.9 

6.50 

396 8 

Nov 

330.1 

8 30 

311.2 

7.80 ! 

137 8 

722 2 

7 80 

733 9 

7.90 

408 5 

Dec 

344-0 

8.6s 

320 0 

8 02 ; 

113.8 

708. s 

7.65 

805.5 ’ 

8 67 

505 5 

Total 

3976.5 

100 00 

3990.2 

100.00 


9259-5 

100 00 

9290.3 

100.00 
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TABLE 36B 

Mileage Tire Company Cord Tire and High Pressure Tube Experience 

1924-1926 



Cord Tires 

High Pressure Tubes 






Inven- 





Inven- 


Shipments 

Production 

tory 

Shipments 

Production 

tory 


Units 

% 

Units 

% 

Units 

Units 

% 

Units 

% 

Units 

1924 











Jan 

374 4 

7 60 

402 6 

8 05 

142 0 

790 9 

7 90 

810. 1 

8.10 

524.7 

Feb 

404 0 

8 20 

405.1 

8 10 

143. 1 

750 9 

7 SO 

800 2 

8.00 

574 0 

Mar 

394-2 

8.00 

487 7 

9.75 

236 6 

791 0 

7.90 

900 2 

9 00 

683.2 

Apr 

399 I 

8 10 

453 2 

9.06 

290 7 

755 9 

7 55 

820 I 

8.20 

747 4 

May 

352,3 

7. IS 

445-1 

8.90 

383.5 

710.9 

7.10 

815 I 

8.15 

851.6 

June 

359.6 

7.30 

387.1 

7.74 

411 0 

851 0 

8.50 

845 2 

8 45 

845.8 

Jtily 

468 I 

9 50 

415-1 

8 30 

358 0 

1021,2 

10 20 

812 I 

8.12 

636.7 

Aug 

537 0 

10 90 

430.2 

8 60 

251.2 

1041. 3 

10 40 

830 2 

8.30 

425.6 

Sept 

423 7 

8.60 

410 2 

8.20 

237 7 

951.2 

9 so 

948.2 

9 48 

422.6 

Oct 

374 4 

7 60 

405.2 

8 10 

268 5 

911 I 

9 10 

860 2 

8 60 

371.7 

Nov 

426 2 

8 6s 

390 I 

7 80 

232.4 

891 I 

8 90 

830 I 

8.30 

310.7 

Dec 

413 9 

8.40 

370.1 

7.40 

188 6 

545 7 

5 45 

730 I 

7 30 

495 I 

Total 

4920 9 

100 00 

5001 . 7 

100.00 


10,012.2 

100 00 

00 

0 

q 

0 

M 

100 00 


192s 











Jan 

325 2 

7 20 

373.8 

8 10 

237 2 

776 8 

8 10 

647 3 

6.90 

365.6 

Peb 

293 6 

6.50 

376.2 

8 15 

319.8 

576 4 

6 00 

778 6 

8.30 

567.8 

Mar.. 

343 2 

7 60 

440 7 

9.55 

417.3 

863 I 

9 00 

994-3 

10 60 

700 0 

Apr 

404.2 

8 95 

417.7 

9.0s 

430 8 

767 2 

8.00 

834.9 

8 90 

767 7 

May 

453 9 

10 05 

41S 4 

9 00 

392 3 

930 3 

9.70 

769 2 

8 20 

606 6 

June 

523 9 

11.60 

376.1 

8 IS 

244-5 

882 3 

9,20 

736 4 

7 85 

460.7 

July 

492 3 

10.90 

371 5 

8 05 

123 7 

1064.5 

II 10 

741 1 

7 90 

137.3 

Aug 

404 2 

8.95 

372.9 

8 08 

92 4 

939.8 

9 80 

842.8 

8 98 

41.9 

Sept 

368.1 

8.15 

414.0 

8 97 

138.3 

748 I 

7 80 

911.7 

9 72 

205 5 

Oct 

420 0 

9.30 

350.8 

7.60 

69 I 

781 6 

8.15 

853 6 

9.10 

277 . 5 

Nov 

262 0 

5.80 

327.7 

7.10 

134.8 

671 3 

7 00 

778.6 

8.30 

384 8 

Dec 

225 8 

5 00 

378 5 

- -1 

8.20 

287.5 

- 

589.8 

6 15 

492 5 

5.25 

285.5 

Total. 

4516.4 

100.00 

461s 3 

100.00 

i 

9590.2 


9380,6 










1926 











Jan 

222 I 

4 90 

364.4 

8.06 

429.8 

468 2 

6 80 

495.0 

7 10 

312.3 

Feb 

258.4 

5 70 

367.1 

8 12 i 

358.5 

413 I 

6.00 

578 7 

8.30 

477.9 

Mar...., 

326 3 

7 20 

403 2 

8 92 

6si 4 

499.9 

7 26 

732.1 

10.50 

710. 1 

April 

340.0 

7.50 

370,7 

8.20 

646 I 

423 . 5 

6 15 

627 5 

9.00 

914. 1 

May 

394 3 

8 70 

373.0 

8 25 

624.8 

616.2 

8 95 

564 7 

8.10 

862 6 

June 

453.7 

10 01 

422 6 

9 35 

593.7 

585 3 

8 SO 

470 6 

6 75 

747.9 

July. 

512.2 

11 30 

415 9 

9 20 

497 4 

833.1 

12.10 

564.8 

8 10 

479.6 

Aug 

548 5 

12 10 

409.1 

9 05 

358.0 

702.3 

10.20 

690.2 

9 90 

467 5 

Sept. 

^ 471 4 

10 40 

352.6 

7 80 

239 2 

674.7 

9.80 

549.4 

8.88 

342 2 

Oct 

340.0 

7.50 

357 I 

7 90 

256 3 

516.4 

> 7 50 

557.8 

8 05 

383.6 

Nov 

298.7 

; 6.59 

339 I 

7.50 

296.7 

605 9 

8.80 

571.7 

8 20 

349 4 

Dec 

367.1 

8,10 

345.9 

7 6s 

275 5 

546 8 

7.94 

659 6 

8 17 

372 2 

> Total.-.- 

4532 7 

100.00 

4520 7 

roo 00 


6885.4 


6972 I 
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TABLE 37 

Mileage Tire Compaq Ballook Tire and Tube Experience 



Balloon Tires 

Balloon Tubes 

Shipments 

Production 

Inven- 

tory 

Shipments 

Production 

Inven- 

tory 

Units 

7 c 

Units 

% 

Units 

Units 

% 

Units 

% 

Units 

1924 











•Rph 





IS. 2 

24 3 
31 0 

54.3 
loi 0 

118 6 
127.0 
117 6 
103-4 

87.3 
89.9 





iS 6 
35 3 
59-9 
84.8 

123.5 

132 5 

132.3 

128. 5 

I18 6 

107 S 

103.4 

Mar 

Apr 

May 

June 

July 

Aug 

Sept 

Oct 

Nov. 

Dec 

Total 

31 2 
52.8 

63.3 
76 8 

88 I 
96 9 

96. s 

100.9 

100 I 

94 0 

3.90 

6.60 

7 90 

9.60 

11 .00 

12.10 

12.05 

12.60 

12 SO 

II 75 

40 3 

59 5 
86.6 

123 5 
105 7 
105 3 
87.1 
86.7 
84.0 
96.6 

4.60 

6.80 

9 90 
14 10 
12 08 

12 02 

9.95 

9.90 

9 60 
II 05 

17 I 

41.2 
46 2 

59.2 
68 7 
84 4 

86 I 

91 9 
89.1 
96.6 

2.50 

6.05 

6 80 
8.70 
10. 10 

12 40 

12 6s 

13 50 
: 13 10 

14 20 

33.7 
6 s 8 
71,2 

97 9 

77 7 

84 2 

82 3 
81 9 
78.1 

97. S 

4 40 
8.60 

9 30 
12 So 
10. 15 

II 00 

10 75 
10 70 

10. 20 

12.10 

800 6 

100.00 1 

875 3 

100.00 

100,00 

680.5 

100.00 

765 3 

zoo. 00 


1925 

Jan 

Feb 

Mar 

Apr 

May 

June 

July 

Aug 

Sept 

Oct 

Nov 

Dec 

Total 

126 3 
168 4 
260 7 
323 2 

330 3 

350.5 

319.0 

239.6 

283.7 

3 S 6 2 

265 6 

215. 1 

3 90 

5 20 
8.05 

9 98 
10.20 

10,82 

9.85 

7 40 

8 76 
ir 00 

8 20 
6.64 

239.7 
207 4 
158 I 
275.4 
312 8 

432.2 

411 4 
40X.2 
175 2 
238 0 
251.6 

297.2 

7 OS 
6.10 
4.6s 
8.10 

9,20 

12.71 

12.10 

II 80 

5 IS 

7 00 

7 40 

8,74 

203 3 
242 3 
139.7 

91 9 

74-4 
156 I 

248.5 

410 I 

301.6 
183 4 

169.4 

251.5 

123 3 
160 0 
273.4 

336 7 

341.7 
38s 0 

333.3 

241 7 
255 0 
338 4 
286. 7 

258.4 

3.70 

4 80 

8 20 

10,10 

10.25 

II . 55 

10 00 

7.25 
7.6s 
10 15 
8.60 

7.75 

248 8 

213.2 

233.5 

300 6 
346.0 

370 . 5 
354 8 

323.3 

258.6 
276 I 
284.9 
284.9 

7 12 

6 10 

6 68 
8.60 
9-90 
10.60 
10. IS 

9 25 

7.40 

7.90 

8.15 

8.15 

228 9 
282.1 
242 2 
206.x 

210.4 
195.9 

217.4 

299.0 
302.6 
240 3 

238.5 
26s 0 

3238.6 

100.00 

3400 2 

100 00 

100.00 

3333 6 

100.00 

3495 . 2 

100,00 


1926 

Jan 

Feb 

Mar 

Apr 

May — . . 

June 

July 

Aug..... 

Sept. 

Oct 

Nov. 

Dec. 

Total 

225.9 
280 2 
397 6 
424.8 
406.7 

438.2 
452 3 
474-5 

474.0 

366.0 

325.3 

253-1 

5.00 

6.20 
8.80 
9.40 
9 00 

9 70 

10. 01 

10.50 

10.49 

8.10 

7.20 
5.60 

318 I 

327 I 
408.2 

404.1 
403 7 
393 0 
380.9 

365.2 

405.5 

320.4 

327.1 

427 4 

7.10 
7.30 

9. 11 

9.02 

9.01 

8.77 

8.50 

8 .15 

9.0s 

7. 15 
7.30 

9.54 

343.7 
390 6 

401.2 

380.5 

377.5 

332.3 
260.9 

151.6 
83.1 
37.5 
39.3 

213.6 

244 3 
277 8 

440 6 
478 9 

481.4 

409.6 

469.4 

507.7 
459 2 

337.7 

32s 7 
366 4 

5,10 

5 80 
9,20 

10 00 

10 OS 

8 55 

9 80 
10 60 

9.40 

7 OS 

6 80 
7,6s 

396.8 

333.1 
296. s 

382.1 

456.6 

577.1 

494.8 

443.4 

428.6 

394.4 

383.1 

312.6 

8.10 

6.80 
6.05 

7.80 
9.32 

11.78 

10. 10 

9.0s 

8.75 

8.05 

7.82 

6.38 

417.5 

472.8 
328.7 

231.9 

207.1 

374.6 
400 0 

335 7 

314.1 
370 8 

428.2 
374-4 

4118.6 

100,00 

4480.7 

100.00 

100.00 

4789,7 

100.00 

j 4899 -I 

100.00 




CHAPTER XXV 


RELATING EXTERNAL TO INTERNAL STATISTICS 

General Procedure in Forecasting. — The utility of forecasting 
as an administrative and management tool has not as yet been ade- 
quately realized in business enterprises, except in the case of a few 
concerns. The general idea is to find some indices or business indica- 
tors which will serve as forecasting media for a given industry or 
business. Much has been written about the business cycle. In the 
study of the business cycle, the fluctuations in business conditions are 
divided into four classes, as follows: 

1. Fluctuations due to the seasonal business. 

2. Long-term trend of business. 

3. Random fluctuations, and 

4. Cyclical fluctuations. 

The long-term trend and the seasonal fluctuations may be removed 
from business data by appropriate statistical methods. This leaves for 
consideration only the random and the cyclical fluctuations. If a busi- 
ness concern can find some commodity or group of commodities, or 
some business indicator, which will show cyclical fluctuations which 
precede those of a given business by,, say three to five months, the 
administration of the business with regard to external business con- 
ditions then becomes relatively a 'simple matter. When the business 
indicator forecasts a rise in activity, there is sufficient time to take 
advantage of the opportunities offered. When a decline is forecast, 
the time to effect liquidation is far enough in advance to insure against 
large losses. With adequate forecasting means, the operations of a 
business may be planned and executed without having to curtail oper- 
ations sharply at one period, and unduly to speed up operations at 
another period. 

Research for a Business Indicator — Research studies were made 
to discover a suitable business indicator for the Mileage Tire Com- 
pany and for the tire industry. The following series of data were 
studied: i, the production of (a) coke and anthracite pig iron, and 
(b) automobile production, 2, (a) the Harvard B series, (b) im- 
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portation of crude rubber, (c) Standard index of Industrial Produc- 
tion, (d) gasoline consumption, (e) building contract awards in 27 
states, and (f) 20 Basic Commodity Price Index. A close study of 
these series disclosed that tire and tube shipments could not be fore- 
cast from a knowledge of the cyclical fluctuations of any of the 
series studied. The results of these studies were disappointing be- 
cause some of these series are reputed business indicators. 

A Forecasting Medium. — The yearly total registration of auto- 
mobiles for a series of years was plotted on semi-log paper. The sev- 

PJti/torj y 



Figure 28. Automobile Registration and Forecast. 

eral points were connected by a line which appeared almost straight. 
Such a line might be extended into the future by statistical methods 
or by inspection. Such a line would forecast automobile registration 
with reasonable accuracy. A study was made to ascertain if there 
were not a fairly definite relationship between automobile registration 
and tire and tube shipments. 
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Since the registration of automobiles from year to year appears 
to increase ‘‘in a straight line/’ it is evident that the business cycle has 
little effect upon the registration of automobiles. There are promi- 
nent writers who advocate that all business travels in cycles. Some 
industries appear to travel in cycles; but do all of them? From 
a-priori reasoning it appears that people will make their tires and 
tubes last longer when times are bad than they will when times are 
good. By the same process of reasoning the conclusion should be 
reached that people will make their automobiles last longer when 
times are bad than they will when times are good. Further, they 
should not renew automobiles as fast as they do tires and tubes be- 

TABLE 38 


The Forecast of Automobile Registration in the United States 
Equation: Log. y = 4.07229 •+• .031686 x — .00033 


Years 

X 

y 

Log of 
Trend 

y Computed 

Trend Value 

Percentage 
Relationship 
To Actual 
Trend 

1919 

- 7 

7.144 

3-86736 

7.368 

96.9 

1920 

-5 

8,380 

3.92281 

8.372 

100.0 

1921 

-3 

9.483 

3*98092 

9,571 

99.1 

1922 

— I 

10,960 

4.04164 

11,006 

99*5 

1923 

+ i 

13.540 

4.10434 

12,716 

106.4 

1924 

+ 3 

15.481 

4.18506 

15,313 

100.9 

1925 

+ 5 

17.496 

4.22317 

16,718 

104.6 

1926 

+ 7 

19.237 

4,27862 

19,437 

98.9 

*Estimated. 

Unit: 1000 automobiles. 

cause the latter require a much smaller outlay of money. 

Such rea- 


soiling as the above, however, must be tested by how people “do” 
act and not by how they “should” act for their own best interests. 

Forecasting Automobile Registration, — The general procedure 
for studying statistical data for forecasting purposes is first to plot 
the data on proper cross-section paper. The solid line in Figure 28 
shows the preliminary study of automobile registration. Since these 
data approximate a straight line on semi-log paper the series follow 
the geometric law. This line may be extended for a year by ap- 
proximation. The line of “best fit” would appear to follow, not a 
straight line, but an exponential curve. For the purposes of the Mile- 
age Tire Company a second degree parabola (logarithmic) is adequate 
for purposes of forecasting for a year or two. Table 38 shows the 
equation used in the forecast, the forecast for 1927, and the per- 
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centage relationship of the line of trend to the actual trend. The 
method used in making the computations may be secured from standard 
books on statistics and is omitted here. The forecast of 21,448,000 
automobile registrations may be a little optimistic because the curve 
indicates a relatively steady percentage in registration for the past sev- 
eral years, and the experience with such data is that there is a tend- 
ency toward a gradual decline in the slope of the curve as the “satura- 
tion point” is reached^ 


TABLE 39 

AUTOMOBE.E Registration, Production, and Tires Used (Shipments) on 
New and on Old Cars 


Automobile 


Years 

Registratioji 

Yearly Increase 

Auto 

Production 

Difference 

New Cars 

Old Cars 


(I) 

(2) 

(3) 

(4) 

(5) 

(6) 

1918 

1919 

• 5-853 

• 7.144 

1,291 

1,601.5 

310.5 

6,406.0 


1920 

. 8,380 

1,236 

I , 882 . 8 

646.8 

7,531.2 


1921 

• 9,483 

1,103 

1,535-3 

432.3 

6,130.2 

17,141 

1922 

. 10,960 

Ii477 

2,340.0 

863.0 

9,360.0 

20,630 

1923 

• 13,540 

2,580 

3,636.7 

1,056.7 

I4,54^-S 

19.346 

1924 

• 15,461 

1,921 

3,145-0 

1 ,224.0 

12,580.0 

25,425 

1925 

• 17,496 

2,035 

3,678-3 

1,643.3 

14,713.2 

29,811 

1926 

■ 19,237 

1,741 

3.765-1 

2,024.1 

15,060.4 

29,190 

1927* 

• 21,448* 

2,211* 

4,318-5* 

2,107.5* 

17,274-0* 

32,641 


* Estimated. 

Unit: Thousands. 

Source: Commerce Yearbook, 1926, p. 431. 


Relation of Automobile Registration to Tire Shipments. — 
Since it seemed possible to forecast automobile registration with con- 
siderable accuracy, a study was made to find if there were any con- 
siderable degree of similarity between tire shipments and automobile 
registration. Published statistics on tire shipments have been available 
since 1921. The data regarding automobile registration and casings 
shipped are plotted in Figure 29. A coefficient of correlation was 
computed to show the degree of similarity between casing shipments 

^During the early part of the second quarter it was announced that the Ford 
Motor Company would discontinue the manufacture of their T Model automobile. 
This curtailment in production would have made it necessary to revise the registration 
forecast for 1927. Had the Mileage Tire Company been a furnisher of original equip- 
ment for the Ford Car, a revision in plans for the future would have had to be made. 
Since a large number of Fords would have been discarded during the year that were 
not discarded because of the decline in production, the company was in a good position 
to realize the inventory decline which was desired. 
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and automobile registration. This statistical measure showed a high 
degree of similarity between tires shipped and automobile registra- 
tion, but the series are for so short a period that no definite conclusion 
could be reached as to the reliability of the coefficient of correlation 
which was obtained. 

A comparison of the degree of similarity of casing shipments and 
automobile registration may be made by inspection. If the two lines 
were parallel, this would indicate that there was perfect similarity. 
Since the lines are not parallel, this indicates that a forecast of auto- 
mobile registration cannot be used accurately to forecast casing ship- 
ments. There are several reasons why the two lines are not parallel, 
some of which follow: (i) the life of tires and of automobiles is 
not proportional, and while the life of each is increasing, the life of a 
casing appears to be increasing somewhat faster proportionately than 
the life of automobiles; (2) business conditions do affect the sale 
of the commodities but not proportionally. 

It is a known fact that tires do not last as long in use in some states 
as they do in others. This is true also for counties within a state 
where physical conditions are different. Tires that are in service on 
rough and rocky roads do not last as long as those used on better 
roads. The extent to which better roads affect the time tires are in 
use, is an unknown factor which works upon the data in mass. The 
quality of tires produced during the past few years has improved 
materially and this affects the consumption of tires per automobile. 
It appears that the average tire also runs a greater number of miles 
per period of time than formerly. Better roads as well as better qual- 
ity of tires have contributed greatly toward these results. 

Table 39 shows the yearly automobile registration and the increase 
in registration over the past year. This yearly increase subtracted 
from the yearly production of automobiles (Column 3) gives the 
approximate number of automobiles discarded during each year. The 
tires used on new automobiles, computed as four tires per automobile, 
is shown in Column 5. The difference between the number of tires 
used on new automobiles and the total shipments gives the number 
of tires that are used on automobiles that have been registered more 
than once, or on old cars. 

Forecasting Total Tire Shipments. — A knowledge of the total 
tire shipments should enable the Mileage Tire Company to know the 
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approximate number of tires they must sell in order to secure their 
share of the total business. There are several ways of making this 
forecast. For the purposes of the ^Mileage Tire Company, the use 
of a straight-line projection is utilized. Table 40 shows the values 

TABLE 40 

The Forecast of Tire Shipments in the United States 
E quation: 3^ = 35,655.50 4- 2,037.27 x* 



(I) 

(2) 

(3) 

(4) 

(5) 

Years 

X 

3 ^ 

.\- 3 i 


Y 

Computed 

1921 

- - 5 

23,271 

- 116.355 

25 

25,469 

1922 

- -3 

29,990 

- 89,970 

9 

29.544 

1923 

. - I 

33 >893 

- 33.893 

I 

33,618 

1924. ..... 

. -h I 

38,005 

+ 38,005 

I 

37,694 

1925 

. -f 3 

44 >524 

+ 133.572 

9 

41,767 

1926 

• + 5 

44,250 

+ 211,250 

25 

45,841 

1927 

.. +7 

213.933 

4- 142,609 

70 

49.915* 


*Estiraated. 

Unit: thousands. 

used in determining the equation, 3) = 351655.5 + 2,037.27 x, and Y 
computed, Column 5, shows a forecast of 49,915,000 casings to be 
shipped during 1927. 

The objection may be raised that since automobile registration 
appears to follow an exponential curve, it should follow that tire ship- 
ments should follow somewhat the same type of curve. A forecast for 
tires based upon a straight line would tend to overstate the number 
of tires that should be shipped. The data plotted in Figure 29 show 
that automobile production does not progress at a steady rate; that 
is, it is affected by business conditions. This, however, does not 
appear to affect the registration of automobiles, but it does appear to 
affect the shipment of tires to some extent.^ This may be explained 
largely by the fact that when automobile production is high the dis- 
carding of cars is high, so that the new tires are placed on new instead 
of on old automobiles. 

It should be emphasized that prudence must be exercised in fore- 
casting, and that when a forecast is based upon a line of trend with 
so short a period as required to be used here, serious errors may be 
made. To avoid such errors, forecasts of basic series, such as the 

^As indicated previously, 1927 data were affected by the closing of the Ford 
plants. 
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registration of automobiles, in the present case, should be made and 
used to temper the forecast. The use of an exponential curve in the 
forecast of casings shipped for 1927 would result in a forecast that 
appeared too low. The forecast of automobile registration and a 
knowledge of tire consumption per automobile, indicated that the use 
of a straight line for forecasting casing shipments in 1927 would be 
nearer the truth than an exponential curve similar to that used in fore- 
casting automobile registration. 

The forecast of casings shipped may be partially checked by a 
knowledge of the degree of relationship that exists between automobile 
registration and casings shipped. The data for this calculation are 
available fof only six years (1921-1926). The yearly automobile 
registration is shown in Table 39, and casing shipments are shown 
in Table 40, Column 2. These data were manipulated by the statistical 
method to obtain the degree of correlation or similarity and to secure 
an equation with which to forecast tire shipments. The correlation was 
found to be r^.gyg} The equation is Y = 4,554.3 + 2.1654 X, 
where the unit is 1000. If automobile registration be 21,448,000 for 
1927, then casing shipments should be 51,000,000 (21,448,000 X 
2.1654 + 4,554,300 = 50,997,799). If we may place any reliance in 
the similarities between automobile registration and casing shipments, 
where so short a period is used, it would appear that a forecast of 
49,915,000 casings, obtained by means of a straight-line forecast, is 
conservative. 

Forecast of Passenger Car Production. — The data for auto- 
mobile production are shown in Table 39. These data are plotted in 
Figure 29. The facts set forth in Table 39 disclose that approximately 
one-third of the total casings shipped since 1924 have been used on new 
automobiles. From this fact, and those mentioned above, it seems 
as if any forecast of tire shipments should give some consideration 
to probable automobile production, even if it has been shown that 
total tire shipments fluctuate but little whether automobile production 
is high or low. This precaution would probably not be necessary if 
the data on automobile registration and tire shipments were available 
for a longer period of time. 

The equation for a straight line fitted to the production data for 
automobiles is 3^ = 2.698.1 + 180.05 Xj where jt is a semiannual value, 

^The correlations in this chapter are made from annual data. In each case the 
trend is upward, but it appears that there should be a relationship between the several 
data correlated even though the period is too short to establish a reliable correlation. 
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with origin at July i, 1923. The unit is 1000 automobiles. At July i, 
1927, the value of x is 9. Substituting this value of .r in the equa- 
tion. a forecast for 1927 of 4,318,500 automobiles Is obtained. This 
forecast seems to be adequate for the purposes of the Mileage Tire 
Company. 



The above forecast of automobile production may be checked by 
a forecast based upon the relationship between automobile production 
and automobile registration. The data shown in Table 39, Columns 
I and 3, were manipulated by the statistical method to ascertain the 
degree of similarity or the correlation between passenger automobile 
production and total automobile registration. The data were available 
for only eight years (1919-1926). A value of .928 was found for 
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r which indicates that a fairly high degree of similarity exists between 
automobile registration and the production of passenger automobiles. 

The equation for the line of trend used in determining the degree ' 
of similarity between automobile registration and automobile produc- 
tion was found to be: Y= 129.9 + .2021 X, where the unit is 1000 
automobiles. If automobile registration for 1927 should be 21,448,- 
000, then automobile production should be computed as follows: 
21,448,000 X -2021 + 129,900 = 4,464,540. The forecast of the pro- 
duction of 4,464,540 automobiles on this basis compares favorably with 
the forecast of 4,318,500 based upon a straight line applied to past 
production of automobiles. 


TABLE 41 

Pneumatic Casing Production and 1927 Forecast 
Equation : 3^ == 36 , 105 . 3 -f- 4 , 795 . 66 & (annual basis) 



(I) 

(2) 

(3) 

(4) 

(5) 

Years 

00 

y 

xy 


7 

Computed 

1921 

.. -5 

21,829 

- 109,145 

25 

24,116 

1922 

•• -3 

30.699 

— 92 , 097 

9 

28,912 

1923 

. — I 

33,944 

- 33,944 

I 

33,707 

1924 

. + I 

38,726 

+ 38,726 

I 

38,503 

1925 

♦. +3 

45,431 

+ 136,293 

9 

43,299 

1926 

• . + 5 

46,003 

+ 230,015 

25 

48,096 

1927 

^Estimated. 

.. +7 

216,632 

+ 169,848 

70 

52,890* 


Unit: loOQ tires. 

Source : Rubber Association of America, Inc. 

Forecasting Pneumatic Casing Production. — A knowledge of 
probable tire shipments should be accompanied by a knowledge of prob- 
able production to fill these shipments. This should give some indi- 
cation as to the probable increase or decrease in stocks. A straight 
line fitted to the data in Table 41, when extended for a year, indicates 
that 52,890,000 casings will be produced during the year and this will 
increase the stocks by almost 3,000,000 tires. The stocks at December 
31, 1926, were 7,843,000, The increases in stocks, between the begin- 
ning and end of the year, were as follows : 1926 — ^1,737,000; 1925 — 
1,493,000; 1925 — 1,159,000. From this it would appear that a 3,000,- 
000 increase in tire stocks would be excessive and that production 
and sales should be coordinated properly. 
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Monthly and quarterly forecasts of production and stocks are com- 
puted and checked periodically, but they are not given here. 

Analysis of Casing Production, — Generalities have their value in 
forecasting. In the operation of a business, however, these generalities 
should be analyzed into major component parts so that sj^ecific informa- 
tion may be obtained for the operation of the several parts of the 
business. The quarterly production of pneumatic casings by classes 
is graphically presented in Figure 30. The production of fabric casings, 



Figure 30. Quarterly Production of Pneumatic Casings, 1921-1926, inclusive.^ 

which was higher than cord tires prior to June, 1922, gradually fell 
until they are no longer fabricated by the Mileage Tire Company. 

Analysis of Cord Tires. — Statistics covering the quarterly pro- 
duction, shipments, and stocks of cord tires are charted in Figure 31. 

Analysis of High Pressure Tubes. — The statistics of quarterly 
production, shipments, and stocks of high pressure inner tubes for the 
years 1921 to 1926 inclusive are charted in Figure 32. The large 
shrinkage in stocks during the first half of 1926 was due largely to the 
instability of rubber prices and to the sharp decline in shipments. The 
year 1926 may be classed as a ''ytzr of blunders’^ by tube manufac- 
^ Op. cit. 
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1921 1922 1923 1924 1925 1926 1927 


Figure 32. Quarterly Production, Shipments and Stocks of High Pressure 
Inner Tubes, 1921-1926, inclusive.’^ 
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turers. Rubber prices dropped from $1.00 per pound in January 
to 43 cents in June. 

Analysis of Balloon Tires and Tubes. — Quarterly statistics cov- 
ering production, shipments, and stocks of balloon tires and tubes are 
charted in Figure 33. In view of the high prices of rubber, which 
prevailed during the first half of 1926, it does not seem that inventories 
should have been increased as fast as they were. 

Crude Rubber Prices. — Fluctuations in the price of crude rubber, 
if not adequately forecast, tend toward uncertainty in the tire and 



1924 1925 1926 1927 1924 1925 1926 1927 

Figure 33. Quarterly Production, Shipments and Stocks of Balloon 
Casings and Inner Tubes.’^ 


tube business. Table 42 shows the monthly price of crude rubber. 
Prices rose from 14.5 cents per pound in September, 1922, to 35.5 cents 
in February, 1923, or about 147 per cent. From this point they de- 
clined to about 18.9 cents in June, 1923, then rose rapidly and reached 
104.2 cents in July, 1924. After some uncertainty, prices declined 
from 104.8 cents per pound in November, 1925, to 38.2 cents in 
December, 1926. This decline would be equivalent to a 253 per cent 
increase, if the facts were reversed. It should be said, however, that 
these great fluctuations in the price of rubber are not absorbed immedi- 
ately by increases or decreases in the price of the finished product. 

Due to the extreme fluctuations in the price of crude rubber and 
^ Op. cit. 


ACCOUNTING FOR EXECUTIVE CONTROL 


370 

the short period of time over which the data cover anything like com- 
parable figures, forecasting by use of simple statistical means is out 
of the question. The lack of simple methods of forecasting, however, 
makes it most imperative to forecast prices. 

TABLE 42 

Crude Rubber Prices 


1919 

1920 

1921 

1922 


52.0 

55.0 

16.0 

19.2 

Jan. 

54.0 

52.0 

19.8 

16.0 

Feb. 

54.5 

46.0 

18.8 

14.4 

Mar. 

50.0 

46.0 

16.5 

16.1 

Apr. 

47.5 

42.8 

17.3 

15.3 

May 

45.5 

38.3 

14.5 

14.9 

June 

39.0 

35.0 

12.8 

14.8 

July 

40.0 

29.5 

14.5 

14.2 * 

Aug. 

44.0 

30.3 

13.8 

14.5 

Sept. 

48.5 

24.1 

15.8 

19.9 

Oct. 

52.0 

19.8 

16.8 

24.1 

Nov. 

57.8 

17.5 

20.0 

27.5 

Dec. 

48.7 1 

36.3 

16.4 

17.6 

Average 


1923 

1924 

1925 

1926 


32.7 

26.0 

36.4 

79.6 

Jan. 

35.5 

25.4 

35.6 

62.1 

Feb. 

34.6 

23.0 

41.3 

58.4 

Mar. 

32.7 

22.8 

44.5 

50.9 

Apr. 

28.7 

19.7 

57.1 

48.1 

May 

27.3 

18.9 

77.1 

43,1 

JUNE 

26.0 

21.2 

104.2 

41.3 

July 

29.2 

26,3 

80.8 

38.0 

AUG. 

29.3 

27.7 

89.3 

41.3 

SEPT. 

27.0 

31.4 

99.6 

42.7 

OCT. 

27.3 

34.3 

104.8 

39.9 

Nov. 

26.7 

38.1 

100.0 

38.2 

Dec. 

29.7 

26.2 

72.5 

48.6 

Average 


Units : Average of one price weekly, in cents per pound ; Ribbed, Smoked Sheets, Spot at 
New York, 





CHAPTER XXVI 


BUDGETS OF THE MILEAGE TIRE COMPANY 

Estimated Balance Sheets. — The estimated balance sheet is an 
instrument through which the policies of an enterprise find expression 
in terms of a definite future period. The administrators of a business, 
as well as the stockholders and others, wish to know what the financial 
status of the enterprise will be at some future date. Indeed, they would 
like to know what the future holds for them as investors. A number 
of concerns have demonstrated that it is perfectly feasible to forecast 
balance sheets with a high degree of accuracy. The length of time for 
which the forecast can be made depends upon the nature of the business 
and the degree of accuracy expected. 

The directors of the Mileage Tire Company do not think that a 
balance sheet, upon which definite action is to be taken, should be for 
a longer period than three months. Tentative balance sheets, however, 
are prepared for a year in advance, A forecast of plant requirements, 
unit sales, and other forecasts are made as far in advance as the 
management and administrators think prudent. 

The estimated balance sheet for each quarter was prepared before 
the beginning of the quarter. These estimated balance sheets are 
shown in Exhibit AA. Numerous data which support the estimated 
balance sheets accompany Exhibit AA. These schedules are num- 
bered for convenient reference and may be understood more easily by 
means of an illustration, which follows: Schedule AA-2 or simply, 
AA-2, refers to the estimated finished goods at standard cost. 

Analysis of Estimated Finished Goods. — In order to estimate 
the cost of finished goods that will be on hand at a future date, the 
following information should be available in units and prices : (i) the 
initial inventory and the inventory at the end of the period; (2) the 
estimated goods to be finished; (3) those to be sold. The goods to be 
finished depends upon the other factors mentioned. 

Schedule AA-2-1 gives the data used in the determination of the 
goods to be finished quarterly. It should be observed that in case of 
estimated price changes at the end of a quarter, the inventory at the 
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The Mileage Tire Company 

Estimated Balance Sheets Exhibit AA 

January I, March 31^ June 30, September 30, December 31, 

Assets 1926 1926 1926 1926 1926 

Current assets: 

Cash, U. S. Govern- 
ment securities, 
and debts 
Receivable: 


Cash 

U. S. securities.. 
Notes, loans and 
acceptances. . . 
Accounts receiv- 
able, net 

$ 9,210,000 
5,986,900 

3,900,000 

16,000,000 

$ 8,400,000 
5,986,900 

2,900,000 

10,082,079 

$ 6,930,000 

5 , 986 , 900 

2,900,000 

11,665,214 

$ 12,480,000 

5 , 986 , 900 

3,950,000 

18,831,937 

$ 16,500,000 

5 , 986 , 900 

3 , 200,000 

15,228,862 


$ 35,096,900 

$ 27,368,979 

$ 27,482,114 

$ 41,248,837 

$ 40,915,762 AA-I 

Merchandise, mate- 
rials and goods in 
process: 

Finished goods . . . 

$ 5,666, 338 

$ 10,492,525 

$ 9,824,724 

$ 4,193,216 

$ 5.084,518 AA-2 

Goods in process. . 

8,430,515 

8,300,162 

8,854,250 

7,309,000 

6,249,900 AA~3 

Material and sup- 
plies 

6,300,000 

6,900,000 

8,050,000 

6,900,000 

6,700,000 AA-4 

Materials and sup- 
phes in transit . . 

4,630,000 

9,230,000 

8,230,000 

7,180,000 

4,630,000 AA~s 


$ 25,026,853 

$ 34,922,687 

$ 34,958,974 

$ 25,582,216 

$ 22,664,418 

Total current assets $ 60,123,753 

1 62,291,667 

$ 62,441,088 

$ 66,831,053 

$ 63,580,180 AA-i 

Properties, plants 
and securities: 
Land 

$ 1,211,320 

$ 1,211,320 

$ 1,211,320 

$ 1,211,320 

$ 1,211,320 

Buildings . . 

15,921,388 

15.921,388 

15,921,388 

15,921,388 

IS, 921, 388 

Machinery and 
equipment .... 

30,890,621 

30,990,000 

31,600,000 

32,000,000 

32,040,000 

Moles, cores and 
poles 2,089,165 

2,140,000 

2,300,000 

2,300,000 

2,310,000 

Miscellaneous items 167 . 869 

170,000 

170,000 

170,000 

175,000 


$ 50,280,365 

$ 50,432,708 

$ 51,202,708 

$ 51,602.708 

$ 51,657,708 

Less: reserve for de- 
preciation 

8,982,656 

10,133,940 

11,587,587 

12,627,559 

13,717,289 AA-6 

Net value. 

$ 41,297,709 

$ 40,298,768 

$ 39,615,121 

$ 38,975,149 

$ 37,940,41s 

Prepaid, deferred 
and misc. assets. . . 

1,688,000 

1,000,000 

980 , 000 

1,000,000 

970,000 AA-7 

Good will, patents 
and trademarks . . 

I 

I 

I 

I 

I 


$ 1,688,001 

$ 1,000,001 

$ 980,001 

$ 1,000,001 

$ 970,001 

Total assets 

$103,109,463 

$103,590,436 

$103,036,211 

$105 , 806 , 204 

$102,490,600 


end of the period should be written down to the estimated standard. 
The information given here is for balloon tires and balloon tubes. 
The corresponding data for the other products have been omitted to 
conserve space. During the year the decline in the prices of rubber 
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Liabilities and Xet Worth Exhibit AA-i 

Liabthiies 


Current liabilities; 
Notes, loans and ac- 


ceptances. . . .... 

$ 8,200,000 

$ 11.000,000 

$ 10,200,000 

1 9,800,000 

$ 

8,600,000 

Accounts payable. . . 

4,850,000 

6,031,236 

6,000,000 

6,200,000 


3,700,000 

Accrued pay roll. . . . 

690,000 

600,000 

700,000 

650,000 


400,000 

Accrued taxes and 







interest 

410,263 

400 , 000 

300,000 

300.000 


580,000 

Misc. items payable . 

80,000 

60,000 

52,211 

52,204 


56,600 

Provision for income 







taxes 

1,890,000 

300,000 

180,000 

100,000 


350,000 

Total current liabiii- 







ties 

$ 16,120.263 

$ 18,391,236 

$ 17 , 432.211 

$ 17,102,204 

$ 

13,686,600 

Net Worth 







Capital Stock, Comm. 

$ 30,000,000 

1 30,000,000 

$ 30,000,000 

$ 30,000,000 

$ 

30.000,000 

Capital Stock, Pfd. . 

25,504,000 

25,504,000 

25.504.000 

25,504,000 


25,504,000 

General Reserve... . 

8 , 900 , 000 

8,700,000 

8 , 000 , 000 

8,300,000 


9,500,000 

Appropriated Sur- 







plus 

15,985,200 

15 , 89s . 200 

15,100,000 

14,800,000 


14,900,000 

Free Surplus 

6 , 600 , 000 

5,100.000 

7,000.000 

10, 100,000 


8,900,000 


$ 86,989,200 

$ 85,199.200 

1 85,604,000 

$ 88,704,000 

$ 

88,804.000 

Grand Total 

1103,109,463 

$103, 590,436 

$103,036,211 

1105,806,204 

$102,490,600 


The Mileage 

Tire Comp.aky 




Estimated Finished Goods ^ Standard Cost AA-2 

High 




Cord 

Fabric 

Pressure 

Balloon 

Balloon 

Date 

Total 

Tires 

Tires 

Tubes 

Tires 

Tubes 

Jan. 1, 1926 1 

5,666,338 

12.336,971 

$123,700 

S371.980 

$2,413,269 

$420,417 

Mar. 31, 1926: 







End 

10,492,525 

5,038,838 

139.678 

898 , 863 

3,901,924 

513*220 

Beginning 

10,269,629 

5 * 001,599 

131.288 

920,728 

3,719,800 

496,212 

June 31, 1926: 







End. .... 

9,824.724 

4,724,863 

259,186 

1,007,613 

3,250,281 

582,779 

Beginning 

9.513.388 

4.758,869 

252,289 

944.325 

3,017,223 

540,681 

Sept. 30, 1926: 







End 

4,193,216 

2,087,504 

353*677 

428,723 

832,022 

491,289 

Beginning 

3.919.975 

1,901,952 

332,437 

424,235 

793*091 

468,260 

Dec, 31, 1926: 







End 

5,084,518 

2,128,601 

_o- 

467,264 

1,924*147 

564*505 


and the increases in efficiency in the factories caused declines in final 
inventory values, except for the last quarter. These changes did not 
become apparent until some time during the several quarters. 

Analysis of Estimated Goods in Process. — The estimate of 
goods in process at the end of any quarter or period should be planned 
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The Mileage Tire Company 


Analysis of Estimated Finished Goods AA-2-1 


Balloon Tires 

Units 

Prices 

Amount 

Amount 

Prices 

Units 

Initial inventory . . 
Finished goods . . . 

255 1 000 

I , 060 , 000 

$9 4638 
9.4638 

$ 2,413,269 
10,031,628 

$ 8,542,972 
3,834,183 
67,740 

$9 4638 
9.2995 

902 , 700 Sales 

412,300 Inventory 
Adjustment 

First quarter 

1,315,000 


$12,444,897 

$12,444,897 


1,315,000 

Initial inventory . . 
Finished goods .... 

400,000 

1,210,000 

^9.2995 

9 2995 

$ 3.719.800 
11 . 373.395 

$11,842,913 

3.076,653 

173,628 

$9.2995 

9.1431 

1,273,500 Sales 

336 , 500 Inventory 
Adjustment 

Second quarter . , 

1,610,000 


$15,093,195 

$15,093,195 


1,610,000 

Initial inventory . . 
Finished goods. , . . 

330,000 

1,150,000 

$9.1431 

9 1431 

$ 3,017,223 

10,514.565 

^12,699,765 

820,128 

11,893 

$9.1431 

9.0124 

1,389,000 Sales 

91,000 Inventory 
Adjustment 

Third quarter. . . 

I ,480,000 


$13,531,788 

$ 13 , 531,788 


I , 480 , 000 

Initial inventory . . 
Finished goods . . , 

88,000 
, 1,060,000 

$9 0124 
9.0124 

$ 793,091 

9,553,144 

$ 8,422,087 
1,924,147 

$9.0124 

9.0124 

934.500 Sales 

213 . 500 Inventory 

Fourth quarter. . 

1,148,000 


$10,346,235 

$10,346,235 


1,148,000 

Balloon Tubes 







Initial inventory . . 
Finished goods . . . . 

270,000 
, 1,025,000 

|l SS 7 I 

I 5571 

$ 420,417 

1,596,027 

$ 1,503,224 
496,212 
17,007 

$ 1.5571 

1.5055 

965,400 Sales 
329,600 Inventory 
Adjustment 

First quarter. . . , 

. 1,295,000 


$ 2,016,444 

$ 2,016,444 


1,295,000 

Initial inventory . , 
Finished goods . . . 

329,600 
, 1,425,000 

$1.5055 

I 5055 

$ 496,212 

2,145.337 

$ 2,058,771 
565,669 
17,109 

$1.5055 

I .4613 

1,367,500 Sales 
387,100 Inventory 
Adjustment 

Second quarter. 

. 1,754,600 


$ 2,641,550 

$ 2,641,550 


1 , 754,600 

Initial inventory . 
Finished goods 

. 370,000 

. 1,370,000 

$i .4613 
1 .4613 

$ 540,681 

2,001,981 

$ 2,051,372 
484,396 
6,892 

$1 .4613 

I .4408 

1,403,800 Sales 

336 , 200 Inventory 
Adjustment 

Third quarter. . 

. 1,740,000 


$ 2,542,662 

$ 2,542,662 


1,740,000 

Initial inventory 
Finished goods . . . 

325.000 

1,080,000 

$i .4408 
1 .4408 

$ 468 , 260 

1,556,064 

$ 1,459,818 
564,505 

$i .4408 

I .4408 

1 ,013,200 Sales 

391 , 800 Inventory 

Fourth quarter. 

. 1,405,000 


$ 2,024,324 

$ 2,024,324 


I ,405,000 


definitely. Units and prices should be used in each computation, wher- 
ever it is feasible to use these factors. If units and prices are to be 
used for goods in process, some logical divisions for each product must 
be made. The Mileage Tire Company makes this division along de- 
partmental lines. Tires pass through specified processes. These 
processes are performed in departments. As a thousand tires pass 
from one process to another and from department to department, spe- 
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The Mileage Tire Company 
Estimated Goods in Process 

January I, March 31, Jiwe 30, Sept. 30, December 31, 
Items 1926 1926 1926 1926 1926 

Balloon tires AA-3- I. §3,697,200 $2,976,000 $3,680,000 $3,240,000 $2,854,400 
Balloon tubes 731,000 682,500 630,750 644,000 624,000 


ToAA $8,430,515 $8,300,162 $8,854,250 $7,309,000 $6,249,900 

Note: TMs schedule gives the monetary value of the several items of estimated goods 
in process. The subsidiary records, which support these items, carry the necessary 
details to cover units and prices. 

cified portions of the work are finished. The standard cost of tires is 
analyzed so as to show the cost of tires at each stage of completion. 

To illustrate : in AA-3-1 the inventory of balloon tires at March 
31, 1926, is shown as 320,000 units at $9.30 each or a total inventory 
of $2,976,000. The units are at various stages of completion. The 
price of $9.30 is a general average price. Some of the inventory will 
be nearly completed while other portions of it will have just entered 
into process. If the several units at the various phases in process be 
multiplied by the standard cost of the items at the several stages of 
process, the product will be the total inventory. The price is therefore 
an average and is found by dividing the units by the total inventory. 

It should be observed that the initial inventory of goods in process 
is stated at cost. The estimated finished goods are transferred to 
finished goods at the cost prices to be used in stating the cost of goods 
sold. 

Inventory Adjustments in Finished Goods. — At the end of any 
budget period the standard cost of finished goods may be less than the 
actual cost. In such an event, the difference between actual cost and 
standard cost should be written off. The necessity for such an adjust- 
ment is shown for high pressure tubes, as follows : 

Inventory, January i, 1926 ’. . . 280,000 Units @ $1.3285 $ 371 ,980 

Goods to be finished 1,800,000 Units @ $i 3285 2,391,300 


$2,763,280 


Estimated sales i ,403 ,400 Units @ $i .3285 $i ,864,416 

Inventory, March 31, 1926 676,600 Units @ $i .2968 877,414 

Price adjustment AA-3'i-a. 21 , 44 ^ 


$2,763,280 
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This shows that the inventory at March 31, 1926, is to be lowered to 
a unit value of $1.2968. The amount of unabsorbed cost in the account 
is carried to profit and loss. The estimated finished goods for each 
quarter are shown in AA-3-i-a. 


The Mileage Tire Compahy 

Analysis of Estimated Goods in Process AA-3-i 

Balloon Tires 


Items 

Units 

Prices 

Amounts 

Amounts 

Prices 

Units 

Hems 

Initial inventory. . 

. . 390,000 

$0 4800 

$ 3,697,200 

$10,031,628 

$9 4638 

I ,060,000 

Finished 

Processed 

990,000 

9 4044 

9,310,428 

2,976,000 

9.3000 

320,000 Inventory 

First quarter. . . 

. 1,380,000 


$13,007,628 

$13,007,628 


1 , 380 , 000 


Inventory, initial . 

330,000 

9 3400 

$ 3,082,200 

$ 11 , 373,395 

9.299s 

1,210,000 

Finished 

Processed 

* 1,280,000 

9.3525 

11,971,195 

3 , 680 , 000 

9.2000 

400,000 Inventory 

Second quarter. . 

. 1,610,000 


$15,053,395 

$ 15 , 053,395 


1,610,000 


Initial inventory. , 

410,000 

$9,200 

$ 3,772,000 

$10,514,565 

9.1431 

1,150,000 

Finished 

Processed 

. 1,100,000 

9.0750 

9,982,565 

3 , 240 , 000 

9.0000 

360,000 Inventory 

Third quarter. . . 

1,510,000 


$13,754,565 

$13,754,565 


1,510,000 


Initial inventory 

380,000 

$9 .0000 

$ 3,420,000 

$ 9,553,144 

9 0124 

I , 060 , 000 

Finished 

Processed 

. 1,000,000 

8.9875 

8,987,544 

2,854,400 

8.9200 

320,000 

Inventory 

Fourth quarter. . 

. 1,380,000 


$12,407,544 

$12,407,544 


1,380,000 



The Mileage Tire Company 


Inventory Adjustment Estimated Finished Goods 


AA“3^i-a 


1Q26 

Items Total 


Balloon tires $253,263 

Balloon tubes 41 , 009 


$535,880 


First 

Second 

Third 

Quarter . 

Quarter 

Quarter 

$ 67,740 

$173,628 

$11,893 

17,007 

17,109 

6,892 

$151,825 

$308,894 

$75,160 


Estimated Materials and Supplies. — The estimated materials 
and supplies in stores are shown in AA~4. The estimates for the sev- 
eral items were made after a careful study of past performance, the 
requirements of the manufacturing program, and the probable prices of 
the items listed. Due to the financial arrangement which the company 
has with the suppliers of certain raw materials, large payments are 
made against shipments in route. Such materials are shown in AA-5 
as estimated materials and supplies in transit. 

Normal Depreciation, — The Mileage Tire Company charges de- 
preciation into cost on the basis of normal capacity. Studies were made 
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The Mileage Tire Company 
Estimated Materials aftd Supplies AA-4 



January 

March 31 y 

June 30, 

September 30, 

December 31^ 

Items 

ig26 

1926 

1926 

1926 

1926 

Crude rubber. . . . 

. . $5,100,000 

$5,500,000 

$6,500,000 

$5,500,000 

$5,400,000 

Textiles 

. . 1,000,000 

i , 100,000 

1,200,000 

I , 100,000 

I ,000,000 

Other materials . . 

200 , 000 

300,000 

350,000 

300,000 

300,000 

To AA 

. . $6,300,000 

$6,900,000 

$8,050,000 

$6,900,000 

$6,700,000 


The Mileage Tire Company 




Estimated Materials and Supplies in Transit 

AA -5 


January i, 

March 31, 

June 30 j 

September .30^ 

December 31 

Items 

IQ26 

1926 

1926 

1926 

1926 

Crude rubber .... 

.. $4,500,000 

$9,000,000 

$8,000,000 

$7 , 000 , 000 

$4,500,000 

Textiles 

100,000 

200,000 

200,000 

150,000 

100,000 

Other materials. . 

30 , 000 

30,000 

30,000 

30,000 

30,000 

ToAA 

. $4 , 630 , 000 

$9,230,000 

$8 , 230 , 000 

$7,180,000 

$4,630,000 


to determine the operating capacities of the several plants. The esti- 
mated value of the assets employed in the business is shown in Table 
43. The asset values have been grouped according to the executive 
under whose direction the assets are employed. The normal deprecia- 
tion rates, which the directors feel should be applied to return the 
investment, are shown at the bottom of Table 43. When these rates 
of depreciation are applied to the asset values, the normal depreciation 
for each asset is obtained. 

The general concept of normal depreciation is that over a cycle 
of years the depreciation charged to cost will be equal to a specified 
annual rate on the assets. The directors of the company hold this view 
of depreciation. It should be observed, however, that the cycles in the 
tire business appear to be undetectable. In view of these facts, the 
policy of the company is to charge costs with an amount which will 
yield approximately specified rates. The seasonal factor in sales is 
pronounced, and the policy is to eliminate this element in the unit costs 
of the product. That is, the sales of each year should bear the deprecia- 
tion sustained. 

Table 44 shows the distribution of the depreciation to the several 
products which are under the direction of the manager of procurement. 
The asset values used in each department are stated. The equipment is 
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TABLE 43 

The Mileage Tire Company 


Computation of the Normal Depreciation 
Asset Values 





Machinery 

Molds, 





and 

Cores, 

Miscel’^ 

Organization 

Total 

Buildings 

Equipment 

and Poles 

laneous 

Chief executive . . . 

. $ 118,000 

$ 100,000 

$ 18,000 



Controller 

630,000 

400,000 

220,000 


$ 10,000 

Manager of 






procurement. . . 

. 43,672,000 

11,700,000 

29,622,000 

$2,250,000 

100,000 

Manager of 






marketing 

3,150,000 

2,180,000 

940,000 


30,000 

Manager of # 






personnel 

1,880,000 

1,620,000 

200,000 


60,000 


^ 49 , 450,000 

$16,000,000 

$31 ,000,000 

$2,250,000 

$200,000 



Normal Depreciation 



Chief executive . . . 

, $ 6, 200 

$ 3.500 

$ 2 , 700 



Controller 

48,300 

14,000 

33.300 


$ 1,000 

Manager of 






procurement — 

. 4,429,140 

409,500 

3.554,640 

$ 450,000 

15,000 

Manager of 



m 



marketing 

267,300 

76,300 

188,000 


3,000 

Manager of 






personnel 

81,500 

56,700 

20,000 


4,800 


$ 4,832.440 

$ 560,000 

$ 3,798,640 

$ 450,000 

$ 23,800 


Normal Depreciation Rates 



Chief executive . . . 


3 K% 

15% 



Controller 


3 X% 

15% 


10% 

Manager of procurement 

3K% 

12% 

20% 

15% 

Manager of marketing 


20% 


10% 

Manager of personnel 

yA 7 o 

10% 


8% 


further analyzed by departments. The unit rates for depreciation are 
analyzed in a like manner. 

Analysis of Estimated Depreciation. — Table 45 contains infor- 
mation regarding the normal capacity of each plant, the estimated sales 
for each quarter, the percentage of capacity used, and the normal 
depreciation which these sales should bear, together with the per unit 
depreciation. 

The estimated depreciation on used and on idle capacity is shown 
in Table 46. Quarterly rates per unit were shown in Table 45. These 
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TABLE 44 

The Mileage Tire Company 
Depreciation for the Manager of Procurement 





Machinery 

Molds, 




Build- 

and 

Cores, 

Mi seel- 

Asset Values 

Total 

ings 

Equipment 

and Poles 

laneous 

Balloon tires 

... $ 16,394. 

$ 4.378 

$ 11,370 

$ 606 

$ 40 

Balloon tubes 

5.472 

1.472 

3.441 

533 

26 


$ 43.672 

$ 11,700 

$ 29,622 

$ 2,250 

$ 100 

Unit: 1000 dollars. 







Normal Depreciation 



Balloon tires 

... $1,644,830 

$153,230 

$1,364,400 

$121 ,200 

$ 6,000 

Balloon tubes 

574.940 

51.520 

412,920 

106,600 

3.900 


$4,429,140 

$409,500 

*3.554,640 

$450,000 

$15,000 

Go 


TABLE 45 





The Mileage Tire Company 




Analysis of Estimated Depreciation 




Normal Estimated 


Normal Depreciation 


Capacity- 

Sales- 

Per 


$ Per 

Balloon Casings 

Units 

Units 

Cent 

Amount 

Unit 

First Quarter, 1926.. 

1,100,000 

902,700 

82 . 0636 $ 

330,009 


Second " “ . . 

i , 100,000 

1.273.500 

115-7727 

465,566 


Third “ " 

I , 100 , 000 

1,389,000 

126.2727 

507,790 


Fourth “ " 

1,100,000 • 

934.500 

84 9545 

341,635 



4,400,000 4,499,700 100.00 $1,645,000 $0365580 


Balloon Tubes 

First Quarter, 1926 . , 1,400,000 965,400 68.9571 $ 116,867 

Second “ “ 1,400,000 1,367.500 976786 165,543 

Third “ “ 1,400,000 1,403,800 100.2714 169,937 

Fourth 1,400,000 1,013,200 73-6571 122,653 


5,600,000 4,749,900 10000 $ 575.000 $0.121055 

Total 23,760,000 21,059,900 $4,430,000 
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TABLE 46 

The Mileage Tire Company 
DcprecicLtion 0% Used and on Idle Capacity 

Depreciation on Depreciation on 

Capacity Used Idle Facilities 





Amounts 

$ Per 

Amounts 

$Per 


Balloon Tires 


Unit 


Unit 

First 

Quarter, 1926 

.... $ 270,817 

$0.300001 

$ 59.192 

$0.065579 

Second 

a 

u 

538,998 

0.423242 

73.432* 

0 057662* 

Third 

u 

a 

641,200 

0 461627 

133,410* 

0.096047* 

Fourth 

a 

a 

290,234 

0.310576 

51,401 

0 055004 




11,741,249 


$ 96,249* 



Balloon Tubes 





First 

Quarter, 1926 

1 80,588 

$0.083476 

$ 36,279 

$0.037579 

Second 

u 

u 


0.118245 

3.843 

0.002810 

Third 

u. 

u 

170,398 

0 121383 

461* 

0.000328* 

Fourth 

a 

It 

90,343 

0 089166 

32,310 

0 031889 




1 503,029 


$ 71.971 


Total 


$4,153,442 


$276,558 



*Red, decrease. 

rates are further analyzed to show used-capacity percentage shown in 
Table 45. The total depreciation may be summarized as follows : 


Quarters Used Capacity Idle Capacity 

First $ 594,357 1255,560 

Second 1,184,188 26,786 

Third 1,615,474 209,369* 

Fourth 759,423 203,581 


$4,153,442 $276,558 


*Red. I 

The total estimated depreciation on used and on idle capacity amounts 
to $4,430,000, which is, only $860 above the amount applicable to the 
manager of procurement (Table 44). 

Analysis of Non-Manufacturing Depreciation. — The total nor- 
mal depreciation for the assets under the control of the various non- 
manufacturing executives is shown in Table 47. This depreciation is 
analyzed further to show the depreciation applicable to used capacity 
and to idle capacity. Unit rates are obtained and when applied to the 
sales of a specified period, the depreciation may be found for used and 
for idle capacity. During the third quarter there was no idle capacity. 
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TABLE 47 

The jMileage Tire Company 
Analysis of Depreciation — Non- Manufacturing 




First 

Second 

Third 

Fourth 


Total 

Quarter 

Quarter 

Quarter 

Quarter 

Normal capacity (units) .... 

23.760+ 

5.990+ 

5.990+ 

5.890+ 

5.S90+ 

Estimated sales (units) 

21.059 9+ 

4.138-9+ 

5.581 6+ 

6 , 640 . 8 + 

4,698.6+ 

Used capacity (per cent) .... 

88 6359 

69,0968 

93-1819 

I 12. 7470 

79.7724 

Normal depreciation 

$403,299 

$79 , 260 

$106,888 

$127,172 

$89,979 

Normal depreciation (unit) . . 
Depreciation used capacity 


.0191501 

.0191501 

.0191501 

.0191501 

(amount) 

Depreciation used capacity 

^369. 527 

$54,766 

$99,600 

$143,383 

$71,778 

(unit) 

Depreciation idle capacity 


.013232 

.017844 

.021591 

.015276 

(amount) 

Depreciation idle capacity 

$33,772 

$24,494 

$7,288 

$16,211* 

$18,201 

(unit) 

Summary 

Chief executive 

Controller 

Manager of marketing 

Manager of personnel 


.005918 

$ 6,200 
48.300 
267,300 
81,500 

.001306 

.002441* 

.003874 


$403,300 


*Red. 

000 omitted. 

Estimated Depreciation Reserve. — The estimated reserve for 
depreciation is shown in AA-6. This reserve is composed of charges 
for depreciation on idle plant facilities, depreciation on used and on 
idle non-manufacturing facilities, and depreciation on inventories. It 
should be observed that depreciation is shown as entering into the 
value of the inventories and that a corresponding deduction is made 
from the depreciable assets. 

The estimated depreciation for the various accounts may be ascer- 
tained by multiplying the standard per unit rate by the estimated units 
in the several inventories. This may be illustrated by reference to 
estimated depreciation in the cost of goods sold in the case of balloon 
tires, which follows : 



Standard 




Per Unit 


Estimated 

Inventories, as at 

Rate 

Units 

Depreciation 

March 31, 1926 

. 30001 

902,700 

$270,819.03 

June 30, 1926 

.423242 

1,273,500 

538,988.69 

September 30, 1926 . 

.461627 

1,389,000 

641,199.90 

December 31, 1926 

.. -310576 

934,500 

290,233.27 
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The Mileage Tire Company 
Estimated Reserve for Depreciation 


Reserve for depreciation, January i, 1926. . . .AA 

Depreciation in cost of goods sold BB 

Depreciation, idle plant facilities BB~4--ca-l 

Depreciation, idle facilities, non-manufacturing. . BB~4--ca-4 
Depreciation, idle capacity, non-manufacturing. BB~4~ca-4 
Depreciation in inventories, increase AA~-i4-i 


KA-e 
$ 8,982,656 

594.357 
255.560 
24,494 
54.766 
222 , 107 


Reserve for depreciation, March 31, 1926 

Depreciation in cost of goods sold BB 

Depreciation, idle plant facilities BB-4'-ca-l 

Depreciation, used capacity, non-manufacturing 
Depreciation, idle capacity, non-manufacturing . 
Depreciation in inventories, increase .AA-I4~I 


$10,133,940 
1,184,188 
26,786 
99 , 600 
7,288 

135.784 


Reserve for depreciation, June 30, 1926 

Depreciation in cost of goods sold BB 

Depreciation, used capacity, non-manufacturing 


$11,587,587 

1,615,474 

143.383 


Depreciation, idle plant facilities 

Depreciation, idle facilities, non-manufacturing.. 
Depreciation in inventories, decrease 


$13,346,444 

209,369 

16,211 

493.305 718,885 


Reserve for depreciation, September 30, 1926 

Depreciation in cost of goods sold BB 

Depreciation, idle plant facilities 

Depreciation, used capacity, non-manufacturing 
Depreciation, idle capacity, non-manufacturing . 
Depreciation in inventories, increase 


$12,627,559 

759.423 

203,581 

71.778 

18,201 

36,747 


Reserve for Depreciation, December 31, 1926 


$13,717,289 


Summary 

Reserve for depreciation, January i, 1926 $8,982,656 

Less : depreciation in inventory, i-i--’26 453 , 000 $ 8 , 529 , 656 


Depreciation in cost of goods to be sold 4 r 1 53 . 442 

Depreciation on idle plant facilities 276 , 558 

Depreciation, used capacity, non-mai-'-sfacturing 369 , 527 

Depreciation, idle capacity, non-man .1 faci uring 33 , 772 

D^reciation in inventories 354 . 334 


$13,717,289 


Variations from Standard Costs in Inventories. — The inven- 
tories are stated at standard cost. Since the balance sheet is stated at 
cost, the difference between standard and actual cost is carried as 
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"‘deferred charges/' These variations will enter profit and loss when 
the goods in the inventories are disposed of. The estimated amount 
of these variations is stated in AA-7. 

The Mileage Tire Company 

Prepaid^ Deferred and Miscellaneous AA-7 


Items 

Jan. J, 
ig26 

Mar. 31, 
ig26 

June 30f 
ig26 

Sept. 30, 
xg26 

Dec. ji, 
igzd 

Variations from standard cost 
in finished goods, and goods 
in process - . 

$ 250 

$ 400 

$ 250 

$ 280 

$ 215 

Other items (not specified 
herein) 

1.438 

600 

730 

720 

755 

To AA 

$1,688 

$1,000 

$ 980 

$1,000 

$ 970 


Note: 000 omitted. 

Estimated Profit and Loss Statement. — The estimated quarterly 
profit and loss statement for the year 1926 is shown in Exhibit BB. 
The items which enter into the determination of the standard operating 
profit are the result of the multiplication of standard prices times 
units. This process results in the statement of definite standards by 
which the operating results of the business may be judged. Those who 
are interested in the standards of operating efficiency, which the con- 
cern has set for itself, will be interested in the items which enter into 
the standard operating profit. 

The determination of the standard operating profit is a practical 
application of the standard cost concept to the profit and loss statement. 
As indicated previously, the accounts should be constructed in such 
manner that variations and causes for variations can be analyzed and 
otherwise utilized. Such benefits may be secured by devoting sections 
of the profit and loss statement to the objective. 

Since the net eflFects shown in the balance sheet are a statement of 
the reckoned cost or “actual cost” of the several items, the profit and 
loss statement should be in the same form. This aim may be secured 
by deducting the variations from standard from the standard operating 
profit before deriving the net profits for the year. Such a method of 
presentation makes it possible to guard against many t}q>es of errors 
and is valuable otherwise. 

Estimated Gross Sales. — ^The estimated gross sales in dollars is 
shown in BB-i. The method of arriving at the totals for each line 
of products is shown in the supporting schedules. For example, in 
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The Mileage Tire Company 
Estimated Profit and Loss Statement Exhibit BB 


Year First Second Third Fourth 

Items Schedule 1926 Quarter Quarter Quarter Quarter 

Gross sale^. BB-i $156,832,203 $30,444,400 $42,930,400 $49,664,258 $33,793,145 

Less: sales returns .. . BB— 2 165,901 22,105 60,274 52,609 30,911 

Netbillings $156,666,301 $30,422,294 $42,870,125 $49,611,648 $33,762,233 

Deductions from sales. BB-3 11,625,000 2,263,500 3.i7i,500 3. 7 1 5, 000 2,475,000 

Net sales $145,041,301 $28,158,794 $39,898,625 $45,896,648 $31,287,233 

Cost of Sales BB-4 95.664,459 18,849,906 26,323,507 30,244,018 20,247,027 

Grossprofit $ 49,376,842 $ 9,308,888 $13,375,II7 $15,652,630 $11,040,206 

Marketing costs BB-5 25,423,511 4,996,480 6,738,107 8,016,774 5,672,150 

Management cost^ BB~6 14.969,376 2,941,930 3.967,401 4,720,280 3,339.765 

$ 40,392,887 $ 7,938,410 $10,705,508 $12,737,054 $ 9,001,91s 


Standard operating 


profit $ 8,983,955 $ 1,370,478 $ 2,669,609 $ 2,915,576 $ 2,028,291 

Variations from stand- 
ard in: 

Cost of goods sold BB-7 $ 806,446*$ 227,593*$ 182,898*$ 209.981*$ 185,072* 

Marketing expense BB-8 73,5il 673,520* 518,107 596,774 367,850* 

Management expense. BB— 9 44,376 518,070* 317,401 560,280 315,235* 


$ 688,559* $ 1,419,183* $ 652,609 $ 947,072 $ 869.057* 

Net profit from opera- 


tion $ 8,295,395 $ 48,70s* $ 3,322,219 $ 2,862,648 $ 1,159.233 

Otherincome $ 8,185,936 $ 1,460,860 $ 2,180,200 $ 2,700,500 $ 1,844,376 

Other deductions 7,586,295 1,301,000 i, 995, 205 2,400,000 1,890,090 

Net increase $ 599,641 $ 159,860 $ 184,995 $ 300,500 $ 45,714* 

Net income for the pe- 
riod $ 8,895,036 $ 111,154 $ 3,507,214 $ 4,163,148 $ 1,113,519 

Date of Estimate Dec. 15, 1925 Mar. 12,1926 Juneno, 1926 Sept. 16, 1926 

*Red. 


BB-I -a, the details could be given to show how the amount of the sales 
budget is secured. An estimate is made of the tires of the various 
sizes that are to be sold. This estimate is made on the basis of past 
experience, with proper allowance being made for probable changes 
in each size of tire. The manager of marketing, a merchandise man- 
ager for each type of tires and of tubes and each major official, or his 
representative, act as a budget committee to set the preliminary budget. 

Since the budget is made out in terms of units and prices for indi- 
vidual sizes and classes of products, it is necessary for the committee 
to give due consideration to the various technical studies which are 
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necessary to insure against errors that are likely to occur without such 
studies. 

Some of tlie details which enter into the computation of the gross 
sales have been omitted: The data for balloon tires and balloon tubes 
by sizes is omitted for the last two quarters of 1926. 

The IVIileage Tire Company 




Estimated Gross Sales 


BB-I 

Items 


Year 

IQ26 

First 

Quarter 

SecoTtd 

Quarter 

Third 

Quarter 

Fourth 

Quarter 

Balloon tires. . . . 
Balloon tubes. . . 

. . . . BB-i-c 
.... BB-i-d 

$66,406,685 

12,192,188 

$13,414,200 

2,544.350 

$18,815,000 

3,533.100 

$20,434,668 

3.565,890 

$13,742,817 

2,548,848 

ToBB 


$156,832,203 

$30,444,400 

$42,930,400 

$49,664,258 

$33 , 793 . 14s 


The Mileage Tire Company 

Estimated Balloon Casing Gross Sales BB-i-C 


IQ26 Units Prices Amounts 

First quarter qoSrOOO $14.8551 $13,414,200 

Second quarter 1,276,000 14.7452 18,815,000 

Third quarter 1,390,000 14.7012 20,434,668 

Fourth quarter 935 >000 14.6982 13,742,817 


4,504,000 $66,406,685 

First Quarter Second Quarter 

Sizes Units Prices Amounts Units Prices Amounts 

27x4.40-19^, 36,000 $9.50 $ 342,000 52,000 $9.40 I 488,800 

29x4,40-21^.. 56,000 10. 10 565,600 80,000 10.00 800,000 


903,000 $13,414,200 1,276,000 $18,815,000 

The Mileage Tire Company 

Estimated Balloon Tube Gross Sales BB-i-D 

Ip2d Units Prices Amounts 

First quarter 966 , 000 $2 . 6339 I2 , 544 , 350 

Second quarter x , 3^9 > 2 . 5808 3 . 533 , 1 00 

Third quarter i , 4^5 » 000 2 , 5380 3 » 5^5 , 890 

Fourth quarter 1,014,000 2.5132 2,548,848 


BB-i 4,754,000 $12,192,188 

First Quarter Second Quarter 

Sizes Units Prices Amounts Units Prices Amounts 

27x4.40-19^. 40,000 $1.75 $ 70,000 55.000 $1.70 $ 39,500 

29x4.40-21^. 58,000 1,85 107,300 85,000 1.85 157,250 


966,000 


$2,544,350 1,369.000 


$3,533,100 
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Estimated Sales Retiirns. — The estimated sales returns are shown 
in BB-2. The amounts which enter into this estimate are made in units 
and prices for each group of products. These estimates may be made 
from a knowledge of past experience, tempered by a knowledge of 
manufacturing conditions in the factories. The estimated returns for 
cord tires are shown as follows : 


ip2(5 Units Prices Amounts 

First quarter i,ooo $12.2121 $12,212.10 

Second quarter i , 000 1 2 . 6235 12,623.50 

Third quarter 2,000 13.0001 26,000.20 

Fourth quarter i , 500 12.5212 18,781.80 


To BB-2 5^500 $69,617.60 


It should be observed that the return of an unusually large proportion 
of high-priced tires would throw the estimated price factor off and the 
total monetary value would be higher than estimated. The law of aver- 
ages, however, tends to keep the price factor within close range of the 
estimate. 

Estimated Deductions from Sales. — All sales are billed at the 
list price in force when the sale is effected. There are several classes 
of dealers and each class secures a different net delivery price. These 
deductions must be taken up in the accounts. The company tries to 
maintain the retail price of its products, and in doing this finds it essen- 
tial to pay the freight on shipments and to make allowances, adjust- 

The Mileage Tire Company 

Estimated Sales Returns BB--2 


Year First Second Third Fourth 
Items ig26 Quarter Quarter Quarter Quarter 

Balloon casings $61,863 $4,446 $36,308 $14,108 $7,001 

Balloon tubes 9 , 501 i , 237 3 , 469 2 , 866 1,928 

To BB $165,901 $22,105 $60,274 $52,609 $30,911 


ments, and other modifications in the net price. The various classes 
of adjustments are summarized in BB-3 and could be shown by classes 
in BB-3-1. Each class of adjustments is analyzed according to units, 
prices, and amounts for each class of commodities. This information 
is used in setting up the budget. 

Estimated Cost of Goods Sold. — ^The estimated cost of goods is 
obtained by multiplying the standai;d cost of each class of commodity 
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The Mileage Tire Company 

Estimated Deductions from Sales BB-3 

Year First Second Third Fourth 

Items IQ26 Quarter Quarter Quarter Quarter 

Balloon tires $5,487,000 $1,135,000 $1,532,000 $1,680,000 $1,140,000 

Balloon tubes 1,010,000 200,000 290,000 305,000 215,000 

To BB $11,625,000 $2,263,500 $3,171,500 $3,715,000 $2,475,000 


by the number of units of each class to be sold and adding the products. 
The cost so obtained for each quarter of 1926 is shown in BB-4. This 
schedule is a summary, in dollars, of the estimated cost, at standard 
prices, of the several classes of products. 

Further analysis of the estimated cost of goods sold is given in 
BB-4 '-i. This schedule analyzes the estimated cost of balloon tires 
and balloon tubes into (i) direct labor, (2) direct materials, and (3) 
overhead expenses. The totals for each of these analyses is secured 
from the multiplication of units by prices and the addition of the 
several products secured. In each case the cost is computed on a com- 
posite or general average basis. This general average for each line 
of products is analyzed by sizes, and a standard cost for each size is 
set. These standard costs are used in pricing the product. Other 
factors considered in pricing the products are mentioned in the text 
and illustrated. 


The Mileage Tire Company 
Estimated Cost of Goods Sold 


BB-4 


Items 

ig26 

First 

Quarter 

Second 

Quarter 

Third 

Quarter 

Fourth 

Quarter 

Balloon tires 

$41,507,739 

$ 8,542,972 

$11,842,913 

$12,699,765 

$ 8,422,087 

Balloon tubes 

BB-4-1.... 7,073,187 

1,503.224 

2,058,771 

2,051,372 

1,459,818 

To BB.. 

■ $95,664,459 

$18,849,906 

$26,323,507 

$30,244,018 

$20,247,027 


Analysis of Eistimated Overhead Expense. — The total over- 
head expense is obtained from summarizing a uniform classification of 
expenses for each product. The overhead expense for each product 
is secured from a similar classification of expenses for each department. 
In each case the amounts which enter into the costs are secured by 
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the multiplication of units by prices. The summary analysis of the 
estimated overhead expense is shown in BB-4-1. The analysis of the 
overhead in the case of balloon tires and balloon tubes is shown in 
BB-4-i-ax, The departmental analyses and the several analyses of 
the remaining products are omitted here. Further details and analyses 
are given in the following chapter. 

The standard cost of tires and of tubes is revised quarterly. It 
should be emphasized, however, that these changes have not been made 
for the purpose of trying to make the standard cost equal to the 
“actual'’ cost. The changes in costs are due to changes in methods of 
doing work, to fundamental changes in labor hours, wages, or both 
hours and wages, or other changes which affect operating standards. 


The Mileage Tire Company 



Estimated Cost of Goods Sold 


BB-4-I 

Balloon Tires 

1Q26 

Total 

First 

Quarter 

Second 

Quarter 

Third 

Quarter 

Fourth 

Quarter 



902 , 700 

1,273,500 

1,389,000 

934.500 



Composite standard 
cost — ^per unit: 


$1,1321 

7.3299 

I. 0018 

$i .1321 

$1.1321 

$1,1321 

Direct materials 

Overhead 


7.0321 

I 1353 

6.9832 

1.0278 

6 7823 
1.0980 



$9.4638 

$9 2995 

$9.1431 

$9.0124 

Composite standard 
cost — amounts : 

Direct labor 

Direct materials 

Overhead 


$i , 021 , 946 
6,616,700 
904,324 

$ 1,441,729 

8 , 955.379 

1,445,804 

$ 1,572,486 
9,699,664 
1,427.614 

$ 1 , 057,947 

6,338,059 

1,026,081 


$41,507,739 

$8,542,972 

$11,842,913 

$12,699,765 

$8,422,087 

Balloon Tubes 

Units 

4,749,900 

965,400 

1,367,500 

1,403,800 

1,013,200 

Composite standard 
cost — per unit: 

Direct labor 

Direct materials 

Overhead 


$0.1586 

I .1401 
0.2584 

$0.1586 

1.0602 

0.2867 

$0.1586 

I .0201 
0.2826 

$0.1586 

0,9986 

0.2836 



$ 1.5571 

$i .5055 

$i .4613 

$1 .4408 

Composite standard 
cost — ^amount 

Direct labor 

Direct materials 

Overhead..., 

... $ 753,334 

1.325.579 

$ 153,112 

1,100,652 

249.459 

$ 216,88s 
1,449,823 
392,062 

$ 222,642 
1,432,016 
396,713 

$ 160,693 
1,011,781 
287,343 


$7,073,187 

$1,503,224 

$2,058,771 

$2,051,372 

$1,459,818 



BUDGETS OF THE MILEAGE TIRE COMPANY 389 

The company does not make changes in its standard costs until the 
beginning of a quarter. This enables valuable comparisons to be made 
for management and administrative purposes. 

The Mileage Tire Company 


Analysis of Estimated Overhead Costs BB~4~ia 



Year 

First 

Second 

Third 

Fourth 

Summary 

1926 

Quarter 

Quarter 

Quarter 

Quarter 

Indirect labor . 

$ 2,393,701 

$ 362 , 82s 

$ 603 , 030 

$ 795.542 

$ 632 , 294 

Indirect materials . . . 

2,743,548 

444,432 

698,174 

837.896 

763.046 

Indirect expenses 

1,484,545 

206,066 

400,491 

508,876 

369, 112 

Repairs, maintenance 

1,474,060 

232,909 

339,528 

521,799 

379 . S24 

Power, light, heat and water . . 

2,306,605 

435,223 

624, 184 

752,986 

494,212 

Insurance and taxes 

796,839 

149.398 

204,358 

261,804 

181,279 

Depreciation 






In BB-4“ca-i 

4,153,442 

594.357 

1,184,188 

1,615.474 

759.423 

To BB-4 

$15,352,742 

$2,425,220 

$4,053,953 

55 , 294.377 

$3,579,190 


The Mileage 

Tire Company 




Analysis of Estimated Overhead Cost 

BB- 4 ~i-ax 

Balloon Tires 







1296 

First 

Second 

Third 

Fourth 

Items 

Total 

Quarter 

Quarter 

Quarter 

Quarter 

Composite standard 






— per unit: 






Indirect labor 


$0.15230 

$0.15230 

$0.10230 

$0.15230 

Indirect materials 


0.19199 

0 . 20226 

0.10637 

0.28212 

Indirect expenses 


0 .04500 

0.04500 

0.04500 

0 .04050 

Repairs, maintenance 


0.02000 

0.02000 

0.02000 

0.02000 

Power, light, heat and water, 


0 21050 

0 21050 

0.21050 

0.21050 

Insurance and taxes 


0.08200 

0 .08200 

0.08200 

0 .08200 

Depreciation 


0.300001 

0.423242 

0.461627 

0.310576 



$1.0018 

$1.1353 

$i .0278 

$1 0980 

Composite standard 






cost — amount: 






Indirect labor 

$ 615,855 

$137,480 

$ 193,954 

$ 142,096 

$ 142.325 

Indirect materials 


173,317 

257,577 

147,748 

263,642 

Indirect Expenses 


40,620 

57,307 

62,506 

37,848 

Repairs, maintenance 

89,993 

18,053 

25,470 

27,780 

18,690 

Power, light, heat and water, 

947 , 188 

190,017 

268,072 

292,386 

196,713 

Insurance and taxes 

368,974 

74,021 

104,426 

113,898 

76,629 

Depreciation 


270,817 

538,998 

641 , 200 

290,234 


$4,803,824 

$904,325 

$i ,445,804 

$1,427,614 

$1,026,081 

Units: 

4,499,700 

902,700 

1,273,500 

1,389,000 

934 » 500 


Estimated Marketing Cost at Standard Cost. — Standard market- 
ing costs are used for the same kind of administrative and manage- 
ment purposes as the standard factory cost of goods sold. Marketing 
costs are kept in terms of the divisions of management. These divisions 
of management are shown in BB-5 together with a brief classification 
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The Mileage Tire Company 

Estimated Marketing Costs BB-5 


Items 

Costs, sales manager: 

Salaries 

Commissions 

Traveling 

Warehousing 

Other 

Year 

1926 

$ 6,246,366 
3,033,316 
1,988,055 
1,769,032 

296,944 

Per 

Unit 

$0 2966 
0.2390 

0 0944 

0 0840 
0.0141 

First 

Quarter 

$1,227,598 

989,197 

390,712 

347,668 

58,358 

Second 

Quarter 

$1,655,503 

I , 334 , 002 
526,903 
468 , 854 
78,701 

Third 

Quarter 

$1,969,660 

1 ,587,152 
626,892 
557.827 

93,635 

Fourth 

Quarter 

li, 393, 60s 
1,122,965 
443,548 
394-683 
66,250 


115,333,713 

$0.7281 

$3,013,533 

$4,063,963 

$4,835,166 

$3,421,051 

Costs, publicity manager: 

Salaries 

$ 448,576 

$0.0213 

$ 88,159 

$ 118,888 

$ 141,450 

$ 100,079 

Advertising 

5,224,961 

0.2481 

1,026,861 

1,384.795 

1,647,582 

1,165, 723 

% 

S 5,673,537 

$0 . 2694 

$i , 115,020 

$1,503,683 

$1,789,032 

$i , 265 , 802 

Costs, manager of market- 
ing: 

Salaries 

1 471 , 742 

$0 .0224 

$ 92,711 

$ 125,028 

$ 148,754 

$ 105 , 249 

Traveling 

157,949 

0.0075 

31,042 

41,862 

49 , 806 

35,239 

Entertainment 

134,784 

0 0064 

26,489 

35,722 

42,501 

30 , 072 

Rentals 

3,476,989 

0.1651 

683,332 

921,522 

1,096,396 

775.739 

Other 

174.797 

0 .0083 

34,353 

46,327 

55,119 

38,998 


$ 4,416,261 

$0.2097 

$ 867,927 

$i , 170,461 

$1,392,576 

$ 985,297 

ToBB 

$25,423,511 

$i .2072 

$4,996,480 

$6,738,107 

$8,016,774 

$5,672,150 

Estimated sales units 

21,059,900 


4,138,900 

5,581,600 

6 , 640 , 800 

4 , 698 , 600 


The Mileage Tire Company 
Estimated Other Management Costs 

Year Per First Second 

Third 

BB-6 

Fourth 

Items 

1926 

Umt 

Quarter 

Quarter 

Quarter 

Quarter 

Costs: 

Chief executive 

$ 1,756,395 

$0.0834 

$ 345 , 184 

$ 465,505 

$ 553,843 

$ 391 , 863 

Costs: manager of stand- 
ards and records 

Controller 

$ 1,712,170 

$0 0813 

336,493 

453,784 

539,897 

381,996 

Costs 

1,111,963 

0 0528 

218,534 

294,708 

350,635 

248,086 

Budget 

21,060 

0.0010 

4,139 

5,582 

6,641 

4,698 

Accounting 

2,217,607 

0.1053 

435,826 

587,742 

699,276 

494.763 

Statistical 

1,299.396 

0.0617 

255,370 

344,385 

409.737 

289,904 


$ 6,362,196 

$0.3021 

$1,250,362 

$1,686,201 

$2,006,186 

$1,419,447 

Costs: manager of person- 
nel 

Personnel 

$ 5,153.357 

$0.2447 

$1,012,789 

$1,365,818 

$1,625,003 

$1,149,747 

Employment 

1,600,552 

0.0760 

314.556 

424,202 

• 504,700 

357,094 

Training 

96,876 

0,0046 

19,039 

25,675 

30,548 

21,614 


$ 6,850,785 

$0.3253 

$1,346,384 

$1,815,695 

$2,160,251 

$1,528,455 

To BB 

$14,969,376 

$0 710S 

$2,941,930 

$3,967,401 

$4,720,280 

$3,339,765 

Units to be sold 

21,059,900 


4,138,900 

5,581,600 

6,640,800 

4 , 698 , 600 
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of expenses. Each cost account is found by the multiplication of units 
by prices. 

Estimated Standard for Other Management Costs. — There are 
other management costs than those shown above that should have 
standards set to control such costs. The costs for the chief executive, 
the manager of standards and records, and the manager of personnel 
are shown in BB-6. In each case the standard amount for the estimate 
is the product of units times prices. 

The Mileage Tire Company 

Estimated Cost of Goods Sold — Variances BB~7 



igsd 

First 

Second 

Third 

Fourth 

Budget 

Total 

Quarter 

Quarter 

Quarter 

Quarter 

Labor 

$11,903,000 

$ 2,313,000 

$ 3,234,000 

$ 3,790,000 

$ 2,566,000 

Materials . . . . 

69,062,406 

14,305,000 

19,185,406 

21 ,330,000 

14,242,000 

Overhead . . , . 

15 >505^500 

2,459,500 

4,087,000 

5,334,000 

3,625,000 


$96,470,906 

Ii 9 » 077>500 

$26,506,406 

$30,454,000 

$20,433,000 

Standard 
Labor 

. $11,767,782 

$ 2,246,433 

$ 3,214,153 

$ 3.757.544 

$ 2,549,650 

Materials 

■ 68,543,935 

14,178,252 

19^055,399 

21,192,096 

14,118,096 

Overhead . . . 

■ 15.352,742 

2,425,219 

4.053,954 

5,294,377 

3.579.190 


$95,664,459 

$18,849,906 

$26,323,507 

$30,244,018 

$20,247,027 

Variances 
Labor 

. $ 135. 217 

$ 66,566 

$ 19,846 

$ 32,455 

$ 16,349 

Materials . . . 

518,470 

126,747 

130,006 

137,903 

123,813 

Overhead. . . 

152,758 

34,280 

33,045 

39,622 

45.809 


$ 806,446 

$ 227,593 

$ 182,898 

$ 209,981 

$ 185,972 


Variances in Estimated Cost of Goods Sold. — If the profit and 
loss statement is to be stated at ''cost/' the insertion into it of costs 
stated in terms of standards must have compensating or offsetting items 
to cover the difference between standard and actual cost. The estimated 
amount of these compensating differences in respect to the factory 
cost of goods sold is shown in BB-7. The amounts as shown here 
are stated as labor, materials, and overhead. The items are shown 
also in terms of the budget, standard costs, and the variances. The 
amounts stated as standard costs in BB-4 agree in total with the 
totals shown here and prove the accuracy of the computations. 

Variances in Management Expense Budget. — The total vari- 
ances between the marketing expense budget and the standard cost of 
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such marketing expenses are shown in totals in BB-8. The reports of 
the company show the variances in each executive's expenses and show 
causes and give explanations for such variances. 

The variances in other management expense budgets are shown in 
BB-9. The explanation given for BB-8 is applicable here. The details 
of the schedules are omitted. 

Other Profit and Loss Items. — The budget for items listed in 
Exhibit BB under ‘'other income and other deductions’’ is shown in 
considerable detail in the company’s report. For the purposes of this 
treatise, these details are omitted. In the chapter which follows, a 
brief treatment of these items is given. 

Many interesting and illuminating details supporting the budget 
have been reserved for statement in other chapters, while others must 
be omitted entirely, except for illustrative material. 

The Mileage Tire Company 

Variances in Marketing Expense Budget BB-8 


First Second Third Fourth 
Organization Units Total Quarter Quarter Quarter Quarter 

Sales manager $ 93 »7i3* . 1376,467 $403^963* $315,166* $248,949 

Publicity manager 6,463 154,980 56,317 189,032* 15,802* 

Manager of marketing 13.739 142,073 170,461* 92,576* 134,703 


$ 73,511* $673,520 $518,107* $596,774* $367,850 
The Mileage Tire Company 

Variances in Other Management Expenses Budget BB-9 


First Second Third Fourth 

Organization Units Total Quarter Quarter Quarter Quarter 

Chief executive $ 18,605 $ 64,816 $ 25,505* $ 73,843* $ 53,137 

Manager of standards and 

Records 122,196* 209,638 166,201* 316,186* 150,553 

Manager of personnel 59,215 243,616 125,695* 170,251* 111,545 


$ 44,376* $518,070 $317,401* $560,280* $315,235 


♦Red. 



CHAPTER XXVII 


MILEAGE TIRE COMPANY PERFORMANCE, AS RE- 
FLECTED IN FINANCIAL STATEMENTS 

Business History. — The history of any business would be incom- 
plete indeed without a presentation of its financial position as at specific 
dates and an explanation of the operations which transpired between 
the specific dates to change its financial position. It is the purpose of 
this chapter to show the financial history of the Mileage Tire Com- 
pany, by quarters, for the year 1926. This history is recorded in such 
manner that comparison may be made not only between quarters, 
but also between the budget and the performance. 

Pro-forma Financial History, — ^The comparative balance sheets 
of the Mileage Tire Company as at the beginning and the end of each 
quarter of 1926 are shown in Exhibit A. This balance sheet is set up 
in the same manner that the budget was set up, as shown in Exhibit AA 
of the preceding chapter. 

The financial history of the company is presented in this chapter 
in ^'exhibit and schedule’' form. The exhibits are called A, for the 
balance sheet, and B for the profit and loss statement. There are sev- 
eral schedules referred to in each exhibit. Each schedule is marked 
with a letter and one or more numerals and letters, and these markings 
serve as a basis for the description of the schedules. To illustrate : 
the marking A-2 denotes that the item is found in the balance sheet, 
and is the second item for which further analysis is desired. The 
schedule referred to (A-2) is the dollar value of the finished goods at 
standard cost. Further analysis of the data in this schedule is desired 
and is shown in A-2-1. This schedule is further analyzed in A-2-i-a 
to show the major components of the standard cost of balloon tires 
and balloon tubes. The overhead expense shown in A-2-1 -a is analyzed 
in A-2-i-b. 
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The Mileage Tire Company 

Comparative Balance Sheet Exhibit A 

Current Assets: 

Cash, U. S. govern- 
ment securities 
and debts receiv- 


able 

January i. 

March 31 1 

June 30 1 

September 30, 

December 31, 




1026 

1926 

1Q26 

1026 

1026 


Cash 

Marketable XJ. S, se- 

$ 

9,185,980 

$ 8,428,912 

$ 6,968,320 

$ 12,687,982 

$ 16,486,493 


curities 

Notes, loans and ac- 


5,986,900 

5 , 986 , 900 

5,986,900 

5,986,900 

5,986,900 


ceptances 


3,895.291 

2,895.895 

2,911,201 

3,982,864 

3,198,645 


A.ccounts receivable. . 


15,974.290 

9,520,952 

12,026,351 

17,596,468 

14,879,029 




35,042,462 

26,832.660 

27,892,773 

40,254.21s 

40,551,069 

A-i 

Merchandise, mate- 








rials and goods ^n 
process: 

Finished goods .... 

$ 

5,649,158 

$ 10 , 310,537 

$ 9,569.705 

$ 3,930,892 

$ 5.198,399 

A-2 

Goods in process . . 
Materials and sup- 


8,531,746 

8,437,642 

9,003,655 

7,659,047 

6,306,625 

A -3 

plies. 

Materials and sup- 


6,509.381 

7,647,447 

8,496,699 

6,593.083 

6,479.877 

A -4 

phes in transit . . 


4,760,891 

9,104,148 

7,381,562 

7,557,151 

5,142,048 

A-s 



25,451.178 

35 , 499,776 

34.451,623 

25,740.175 

23,126,950 


Total current assets. . 

$ 60,493,640 

$ 62,332,396 

$ 62,344.396 

$ 65,994,391 

$ 63,678,019 


Properties, plants and securities 






Land 

$ 

1,211,320 

$ 1,211,320 

$ 1,211,320 

$ 1,211,320 

$ 1,211,320 


Buildings 

Machinery and equip- 


15,921,388 

IS. 921, 388 

15,921,388 

15,921,388 

15,921,388 


ment 


30,890,621 

30,987,895 

31,698,895 

31,998,895 

32,040,602 


Molds, cores, and poles 

2,089,16s 

2,136,385 

2,296,38s 

2 , 301 , 640 

2,312,986 


Miscellaneous items . 


167,869 

168,932 

168,932 

170,041 

174,862 




50,280,365 

50,425,922 

51,296,922 

51,603,286 

51,661,161 


Less: reserve for de- 








preciation 


8,982,656 

10,146,673 

11,566,151 

12,616,557 

13,678,140 

A—d 

Net value 

$ 41,297,709 

$ 40,279,248 

$ 39,730,771 

$ 38,986,729 

$ 37,983.020 


Prepaid, deferred and 








misc. assets 


1,688,921 

1,021,205 

987,641 

1,005,200 

991.884 A-7 

Good will, patents. 








and trademarks. . . 


I 

1 

1 

1 

I 



$ 

1 , 688 , 922 

$ 1,021,206 

$ 987,642 

$ 1,005,201 

$ 991,885 



Total assets. 


I103, 4^0,272 1103,632,891 $103,062,810 $105,986,321 $102,652,926 
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The Mileage Tire Company 


Comparative Balance Sheet 


Exhibit A 


Liabiliiies 



January i. 

March 31, 

June 30 

SePt. 30, 

Current Liabilities 

Notes, loans and ac- 

1926 

1926 

1926 

1926 

ceptances payable . 

$ 7,985,870 

$ 10,985,670 

$ 10.142,529 

$ 9,802,192 

Accounts payable. . . , 

4.875,895 

6,013,279 

6,000,321 

6,213,641 

Accrued pay roll 

Accrued taxes and in- 

695,921 

591,280 

698,321 

649,862 

terest 

895,401 

386,450 

298,675 

306,983 

Misc. items payable- 
Provision for income 

86,200 

61,283 

65 , 980 

78,320 

taxes 

I , 89s , 280 

298,476 

180,211 

80,260 


Dec. 31, 
1036 

$ 8,606,896 
3,921,627 
370, 9S0 

590,380 

68, 201 

334.779 



$ 16,434,568 

$ 18,336.440 

$ 17,386,039 

$ 17.131,261 

$ 13.892,86s 

Capital, Surplus and 

Reserves 

Capital stock, comm. 

$ 30,000,000 

$ 30,000,000 

$ 30,000,000 

$ 30,000.000 

$ 30,000,000 

Capital stock, pfd. . . 

25,504,000 

25,504,000 

25,504,000 

25,504,000 

25,504,000 

General reserves. . . . 

8.925,69s 

8,710,126 

8,065,201 

8,396,891 

9,521,212 

Appropriated surplus. 

15,985,200 

15,985,200 

15,114,200 

14,814,200 

14,814,200 

Free surplus 

6,630,808 

5,097,124 

6,993.369 

10,139,968 

8,920,648 


$ 87,045,703 

$ 85,296,450 

$ 85,676,770 

$ 88,855,060 

$ 88,760,060 


$103,480,272 

$103,632,891 

$103,062,810 

$105,986,321 

$102,652,926 


The Mileage Tire Company 


Finished Goods at Standard Cost A~2 


Schedule 

Items 

Jan. J, 
ig26 

March ji, 
ig26 

June JO, 
ig26 

Sept. 30, 
ig26 

Dec. 31, 
ig26 

Balloon tires, 
A-2-I 

. $2,380,221 

$ 3.733.637 

$3,069,347 

$ 790,558 

$1,969,804 

Balloon tubes, 
A“2”I 

412,650 

496.253 

550.718 

458,004 

546,355 


$5,649,158 

?io, 3 io ,537 

$9,569,705 

$3-930,892 

$5,198,399 
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The Mileage Tire Company 

Analysis of Finished Goods at Standard Costs A-2-i 


Balloon Casings, 1926 



Units 

Prices 

Amount 

Amount 

Prices 

Units 

Initial inventory . 
Finished goods. . . 

251,508 

I » 053, 408 

$9 4638 
9.4638 

$ 2,380,221 
9,969,242 

$ 8,549,861 
3 , 733,637 

65,964 

$9.4638 

9-2995 

903,428 Sales 

401,488 Inventory 

Price adjust- 

First quarter. . . 

1,304,916 


S12, 349,464 

$12,349,464 


1,304.916 

Initial inventory . 
Finished goods . . . 

401,488 

1,200,821 

9.2995 

9.299s 

$ 3,733,637 
11,167,034 

11,778,821 

3,069,347 
52 , S03 

9.299s 
9. 1431 

1,266,608 Sales 

335,701 Inventory 

Price adjust- 

Second quarter. 

1,602,309 


$14,900,672 

$14,900,672 


1,602,309 

Initial inventory 
Finished goods . . . 

335,701 

1,151,603 

9. 1431 
9. 1431 

$ 3,069,347 
10,529,221 

$ 12 , 796,545 

790,558 

11,464 

9. 1431 

9.0124 

1,399,585 Sales 

87,719 Invent ory 

Price adjust- 

Third quarter . , 

1,487,304 


$13,598,569 

$13,598,569 


” ment 

1,487,304 

Initial inventory . 
Finished goods . . . 

87,719 
1. 074. 901 

9.0124 

9.0124 

$ 790,558 

9,687,437 

$ 8,508,192 
1,969,804 

9.0124 

9.0124 

944,054 Sales 

218,566 Inventory 

Fourth quarter. 

1,162,620 


$10,477,996 

$10,477,996 


1,162,620 


The Mileage Tire Company 


Analysis of Cost of Finished Goods — Standard Cost A-2~'i-a 


Balloon Tires 

Units 

Total 

First 

Quarter 

401,488 

Second 

Quarter 

335.701 

Third 

Quarter 

87,719 

Fourth 

Quarter 

218,566 

Composite standard 

Cost per unit: 

Direct labor 

Direct materials 

Overhead 

... 

$1,1321 

7.0321 

1.1353 

$1.1321 

6.9832 

I 0278 

$i 1321 
6.7823 

1 .0980 

$1.1321 
6.7823 
I .0980 



$9.2995 

$9.1431 

$9 0124 

$9.0124 

Composite standard cost-amount 

Direct labor 

Direct materials 

Overhead... 

... $1,181,316 
. . 7,244,887 
... 1,137,143 

$ 454.524 

2,823,303 

455.809 

$ 380,047 
2,344,267 
345.033 

$ 99.306 
594.936 
96,315 

$ 247,438 

1 ,428,380 

239.985 


$9,563,348 

$3,733,637 

$3,069,347 

$700,558 

$i , 969 , 804 
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The Mileage Tire Company 


Afialysis of Overhead Costs in Finished Goods 


A“2“i-b 



First 

Second 

Third 

Fourth 



Quarter 

Quarter 

Quarter 

Quarter 

Summary 


Amount 

Amount 

Amount 

Amount 

Indirect labor. . 

$ 838,797 

$ 249,691 

$ 279,212 

$139,165 

$170,727 

Indirect materials. . . . . . 

926,808 

283,037 

294,615 

150,604 

198,551 

Indirect expenses 

543.836 

173.730 

179,663 

86,983 

103,458 

Repairs, maintenance . . . 

550,567 

160,173 

196,400 

91.241 

102,751 

Power, light, heat, and 






water 

717.392 

251,105 

244.757 

93.579 

127,950 

Insurance and taxes . . . . 

245.772 

77,612 

84,297 

37.752 

46, 109 

Depreciation 

1,308,839 

442,509 

509,769 

160,967 

195.592 


15,132,015 

$1,637,860 

§1,788,717 

$760,294 

$945,142 


The JMileage Tire Company 


Analysis of Overhead Costs in Finished Goods 


A-'2~i-bx 

Balloon Tires: 


First 

Second 

Third 

Fourth 

Composite overhead 

Year 

Quarter 

Quarter 

Quarter 

Quarter 

— amount: 

1926 

Amount 

Amount 

Amount 

Amount 

Indirect labor 

. $ 142,136 

$ 61 , 146 

$ 34,342 

$13,359 

$ 33,287 

Indirect materials 

203,318 

81,200 

35,708 

24.747 

61,661 

Indirect expense 

45,578 

18,066 

15,106 

3.552 

8,851 

Repairs, maintenance 

20,869 

8,029 

6,714 

1.754 

4.371 

Power, light, heat and water 

219,651 

84.513 

70,665 

18,464 

46,008 

Insurance and taxes 

85.564 

32,922 

27,527 

7,192 

17,922 

Depreciation 

420,025 

169,929 

154,969 

27.243 

67,882 

To A-2-i-a 

. $1,137,143 

$455-809 

$345,033 

$96,3.5 

$239,985 


Composite overhead — 
per unit: 


Units. 

401 , 488 

335.701 

87,719 

218,566 

Indirect labor 

$0.15230 

$0.10230 

$0.15230 

$0.15230 

Indirect materials. ......... 

0.20225 

0.10637 

0.28212 

0.28212 

Indirect expense 

0.04500 

0.04500 

0,04050 

0.04050 

Repairs, maintenance 

0.02000 

0.02000 

0.02000 

0.02000 

Power, light, heat and water . 

0.21050 

0.21050 

0.21050 

0.^21050 

Insurance and taxes 

0.08200 

0.08200 

0.08200 

0.08200 

Depreciation 

0.42325 

0.46163 

0.31058 

0.31058 


$i • 13530 

$i .02780 

$1.09800 

$i .09800 
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The Mileage Tire Company 

Goods in Process A--3 

1Q26 

Jan. I, First Second Third Fourth 


Items 1926 


Balloon tires (A-3-1) $3 . 7i8 , 754 

Balloon tubes (A-S-i) 743 1 573 

Sub-total 57. 057. 844 

Plystock in store CA-3-2) $ 980,365 

Gummed rubber (A-3-2) 421 , 236 

Cement rubber (A-3-2) 32,835 

Compounded 

Batches (A-3-2) 10.890 

Mixed and milled rubber(A-3-2) 13 . 284 

Calendar stocks (A-3-2) 15 . 290 

Sub-total * 51,473,902 

To A 58,531.746 


Quarter Quarter Quarter Quarter 


53,100,763 

53,771.735 

53.418,76s 

52,962,927 

685,875 

616,128 

638 , 209 

533,167 

56,623,934 

57.077.619 

56,091,583 

54,866,953 

51,210,230 

51,230,321 

5 936 , 280 

5 931,232 

521,611 

601,232 

546,221 

438,280 

35.980 

41,221 

32,620 

30,840 

12,638 

14,896 

12,329 

10,212 

15 , 86s 

19,262 

20,120 

14.210 

17,382 

19.101 

19,892 

14,895 

51,813,708 

51,926,035 

51,567,463 

51,439,671 

58,437.642 

59.003,655 

57.659,047 

56,306,62s 


The Mileage Tire Company 
Analysis of Goods In Process A-3~i 

Balloon Casings, IQ26 


Items Units Prices Amount Amount Prices Units Items 

Initial inventory. . 5 392,60s 59-4720 5 3.7i8,7S4 59.969,242 59-4638 1,053,408 Finished 

Processed 992,400 9-4239 9.3S1.251 3,100,763 9-3510 331.597 Inventory 

First quarter.... 1,385,005 513.070,006 513,070,006 1.385.005 

Initial inventory.. 33i,597 9-35X0 3,100,763 511,167,034 9-2995 1,200,821 Finished 

Processed 1,280,305 9.2462 11,838,006 3,771.735 9-1732 411,169 Inventory 

Second quarter.. 1,611,902 514-938,770 5i4,938,770 1,611,902 

Initial inventory. . 411,169 9-1732 5 3.771,735 510,529,221 9-1431 1,151.603 Finished 

Processed 1,120,326 9.0833 10,176,250 3,418,765 8,9993 379,892 Inventory 

Third quarter.. . i, 53 1,495 5x3,947,986 5x3,947.986 1,531,495 

Initial inventory . . 379.892 8,9993 5 3,4x8,765 5 9,687,437 9.0124 1,074, 901 Finished 

Processed 1,025,608 9.0011 9,231,600 2,962,927 8.9623 330,599 Inventory 


Fourth quarter . . i , 405 , SOO 


512,650,365 512,650,365 


1.405,500 
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The Mileage Tire Company 
Atmlysis of Cost of Goods in Process 


First Second Third 

Balloon Tires Total Quarter Quarter Quarter 

tJmts 352.993 431.727 403, S8s 


Composite standard 
Cost per unit: 

Direct labor $ 0.8700 $ 0.8900 | 0.8123 

Direct materials 7.0321 6 9S32 6.7823 

Overhead — 0.8821 0,8632 0,8701 


$ 8.7842 $ 8,7364 $ 8,4647 


Composite standard 
Cost — ^amount : 

Direct labor $ 1,294,838 $ 307,103 $ 384,237 $ 328,07$ 

Direct materials 10,621.461 2,482,284 3.041,831 2,739.268 

Overhead... 1,337.891 3ii.37S 372,666 351,420 


$13,254,191 $3,100,763 $3,771,735 $3,418,765 


The Mileage Tire Company 
Analysis of Overhead Cost of Goods in Process 




First 

Second 

Third 


ig26 

Quarter 

Quarter 

Quarter 

Summary 

Proof 

Amount 

Amount 

Amount 

Indirect labor 

$ 424,128 

$103,302 

$106,728 

$119,846 

Indirect materials 

523,412 

119,692 

109,697 

163.919 

Indirect expense 

234 r 432 

61,318 

67.476 

61,470 

Repairs, maintenance 

201,514 

54,355 

60,793 

50.753 

Power, light, heat, and water. 

444,736 

112,057 

128,428 

112,649 

Insurance and taxes 

164,862 

37.418 

48.537 

43.446 

Depreciation * . . . 

779.748 

241,842 

280,636 

143,294 


$2,772,834 

$729,987 

$802 , 298 

$695,379 


399 


A-3-i-a 

Fourth 

Quarter 

351,662 


$ 0 7832 

6.7823 

o 8600 


$ 8 4255 


$ 275.421 

2,385,076 

302,429 


$2,962,927 


A-3-i-b 

Fourth 
Quarter 
Amount 
$ 94.251 
130,102 
44, 166 

35 t6i2 

91,602 
35 » 458 

I13.975 


$545,169 
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The Mileage Tire Company 

Analysis of Overhead Cost of Goods in Process A-3-i-b (Continued) 




First 

Second 

Third 

Fourth 


IQ26 

Quarter 

Quarter 

Quarter 

Quarter 

Balloon Tires 

Total 

Amount 

Amount 

A mount 

Amount 

Units 


352,993 

431.727 

403,885 

351,662 

Composite standard cost per 






unit: 





- 

Direct labor; 


$0.1106 

$0 . 0902 

$0.1373 

$0.1346 

Direct materials 


0.1482 

0.0843 

0 2485 

0.2427 

Direct expense 


0.0321 

0.0342 

0 0353 

0.0332 

Repairs, maintenance 


0.0162 

0.0183 

0.0165 

0.0162 

Power, light, heat, and water. 


0.1634 

0.1806 

0.1847 

0.1832 

Insurance and.taxes 


0.0621 

0.0723 

0.0742 

0.0724 

Depreciation 


0-3495 

0-3833 

0.1736 

0.1777 



$0.8821 

$0.8632 

0 8701 

$0 . 8600 

Composite standard 






cost — amount 






Indirect labor 

$180,769 

$ 39,041 

$ 38,941 

$ 55,453 

$ 47,333 

Indirect materials 

274.421 

52,313 

36,394 

100,365 

85,348 

Indirect expense 

52.028 

11,331 

14,765 

14,257 

11,675 

Repairs, maintenance 

25.980 

5.718 

7,900 

6,664 

5,696 

Power, light, heat, and water 

274.671 

57.679 

77,969 

74,597 

64,424 

Insurance and taxes 

108,564 

21,920 

31,213 

29.969 

25,460 

Depreciation 

421,455 

123,371 

165,480 

70,113 

62,490 

$1,337,891 

$311,375 

$372,666 

$351,420 

$302,429 


The Mileage Tire Company 



Standard Costs of Goods 

in Process 


A-3-2 

First Quarter 

Total 

Labor 

Materials 

Overhead 

Plystock 

$1,210,230 

$ 90,211 

$1,034,807 

$ 85,211 

Gummed rubber 

521,611 

18,640 

487,322 

15,648 

Cement rubber 

35,980 

2,162 

32 , 296 

1,521 

Compounded batches 

12,638 

496 

11,815 

326 

Mixed and milled rubber. 

15,865 

3,620 

6,054 

6,190 

Calendar stocks 


1,895 

II ,891 

3 1 595 


$1,813,708 

$117,025 

$1,584,188 

$112,494 
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The Mileage Tire Company 

. Analysis of Overhead Cost of Goods in Process 


A--3-2-a 


First 

Second 

Third 

Fourth 


Quarter 

Quarter 

Quarter 

Quarter 

Summary 

Amount 

Amount 

Amount 

Amount 

Indirect labor 

... $ 22,363 

$ 22,730 

$20,023 

$18,271 

Indirect materials 

• • • 46.429 

48,721 

38.93s 

35 1527 

Indirect expenses 

•- 13,845 

13,962 

11,866 

10,827 

Repairs, maintenance 

5,624 

5,820 

4,820 

4.398 

Power, light, heat and water 

.. 11,249 

ii »475 

9,270 

8,458 

Insurance and taxes 

865 

890 

741 

676 

Depreciation 

12,116 

13.430 

10,790 

10,150 


$112,494 

$117,031 

$96,448 

$88,311 

Plystock in Store 

Composite standard cost— p^^ unit: 
Indirect labor ."// 

... $0.0020 

$0.0020 

$0.0020 

$0.0020 

Indirect materials \ 

0.0082 

0.0079 

0.0071 

0.0061 

Indirect expense 

0.0032 

0.0032 

0.0032 

0.0032 

Repairs, maintenance 

O.OOII 

O.OOII 

O.OOII 

O.OOII 

Power, light, heat, and water 

0.0022 

0.0022 

0.0022 

0.0022 

Insurance and Taxes . 

0.0001 

0.0001 

0.0001 

0.0001 

Depreciation * 

0.0033 

0.0033 

0.0033 

0.0033 


$0.0201 

$0.0198 

$0.0190 

$0.0180 


4,651,154 6,827,532 

7,196,621 

7,157,819 


The Mileage Tire Company 


Materials and Supplies A“4 

Jan, I, First Second Third Fourth 

Items 1926 Quarter Quarter Quarter Quarter 

Cruderubber $5, 285, 165 $6,189,230 $6,895,211 $5,121,895 $5,198,360 

Textiles 1,002,321 1,111,321 1,213,626 1,132,891 995.896 

Other materials. .. . 221,895 346,895 387.862 338,296 285,620 


$6,509,381 $7,647,447 $8,496,699 $6,593,083 $6,479,877 


The Mileage Tire Company 

Materials and Supplies in Transit A— 5 

Jan, I, First Second Third Fourth 

1926 Quarter Quarter Quarter Quarter 

Cruderubber $4,623,895 $8,895,341 $7,185,386 $7,380,960 $4,985,876 

Xejrtiles 104,896 180,206 163,280 145,890 120,980 

Other materials 32,100 28,600 32,895 3 O ,300 35 ,i 90 


$4,760,891 $9,104,148 $7,381,562 $7,557,151 $5,142,048 
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The Mileage Tire Company 


Reserve for Depreciation A-6 

Reserve for depreciation, January i, 1926 $ 8,982,656 

Depreciation in cost of goods sold (B--4-i“-a) 592,009 

Depreciation in idle plant facilities (B-i i-i ) 254,114 

Depreciation, used capacity — ^non-manufacturing 54 , 339 

Depreciation, idle capacity — ^non-manufacturing 24 , 303 

Depreciation in inventories, increase (A-14—1) 239 , 251 


Reserve for depreciation, March 31, 1926 $10,146,673 

Depreciation in cost of goods sold (B--4-i-a) 1 , 178,923 

Depreciation, idle plant facilities 26 , 572 

Depreciation, used capacity — ^non-manufactirring 99 , 341 

Depreciation, idle capacity — ^non-manufacturing 7,270 

Depreciation in inventories, increase (A-14-1) 107,368 


Reserve for depreciation, June 30, 1926 $11,566,151 

Depreciation in cost of goods sold (B-4~i-a) 1,621 ,929 

Depreciation, used capacity — ^non-manufacturing 143 , 823 


$i3»33i,904 

Depreciation idle plant facilities $210, 303 

Depreciation, idle facilities — ^non-manufacturing 16,260 

Depreciation in inventories, decrease 488,784 715, 347 


Reserve for depreciation, September 30, 1926 $12,616,557 

Depreciation in cost of goods sold 762,471 

Depreciation, idle plant facilities 204,043 

Depreciation, used capacity — ^non-manufacturing 72,113 

Depreciation, idle capacity — non-manufacturing 18,288 

Depreciation in inventories, increase 4 , 669 


Reserve for depreciation, December 31, 1926 $13,678,140 


Summary 

Reserve for depreciation, January i, 1926 (A) $8,982,656 

Less: depreciation in inventory, January i, 1926 457,217 


18,525,439 


Depreciation in cost of goods sold (B~-4-i-a) 4 , 155 , 334 

Depreciation in idle plant facilities (B-ii-i) 274,427 

Depreciation, used capacity — ^non-manufacturing (B-i 1-2) . 369 ,618 

Depreciation, idle capacity — ^non-manufacturing (B--11-2),* 33, 601 

Depreciation in inventories 319,718 $13, 678 , 1 40 
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The Mile.\ge Tire Company 




Variations in 

Finished and In-Process Goods 

A-7 


Schedule 

Mar. ji, 

June JO, 

Sept. JO, 

Dec. 31, 

Items 


igzd 

IQ26 

ig26 

jg26 

Finished goods 

Tires and tubes in 

A-7-1 

$ 202 , 820 

$ 97.854 

$ 31.295 

$ 83,073 

process 

A-7~2 

174.263 

142,801 

138,073 

105,999 

Goods in process . . . 

. . . . A- 7-3 

82,172 

31 >933 

8,019 

21 ,032 



$ 459.256 

§227,589 

$ 177,388 

$210,105 

Other items (the details of which are 




not given here.) . 


561. 94S 

715 >052 

827,811 

781,779 

To A 


$i ,021 ,205 

$987,641 

$i ,005,200 

$991,884 


Actual Cost of: 

Labor 

Materials .... 
Overhead .... 


Standard cost of: 

Labor 

Materials 

Overhead 

In A-2 

Variations in: 

Labor 

Materials 

Overhead 

To A~7 


The Mileage Tire Company 


Analysis of Variations in Finished 

Goods 

A- 7 ’-‘I 

March 31, 
ig26 

June JO, 
jg26 

Sept. JO, 
ig26 

Dec. 31, 
ig26 

f 1,299,014 

7,536,397 

.... 1,677,946 

$1,218,784 

6,631,653 

1,817,122 

$ 517.221 
2,673,567 
771,399 

$ 658,237 
3,653,610 
969,624 

§10,513.358 

$9,667,559 

$3,962,188 

$5,281,472 

$ 1,264,987 

.... 7,407,689 

1,637,860 

$1,200,148 

6,580,839 

1,788,717 

$ 511,424 
2,659,173 

760,294 

$ 648 , 886 
3,604,370 
945 >142 

— $10,310,537 

$9,569,705 

$3,930,892 

$5,198,399 

$34,026 

128,708 

40 >085 

$18,635 

50,813 

28,404 

$ 5.797 
14,394 

11,104 

$ 9. .351 
49,240 
24,481 

$202 , 820 

$97,854 

$31,295 

$83,073 



404 


ACCOUNTING FOR EXECUTIVE CONTROL 

Thk Mileage Tire Company 

Analysis of Variations in Tires and Tubes in Process A-7-2 


March 31, June 30, Sept. 30, Dec. 31, 

Actual cost of : 1926 1926 1926 1926 

Labor $ 653,398 $ 718.287 $ 596,145 $ 466,787 

Materials 5,379,748 5,682,454 4,928,676 3,925,319 

Overhead 765,050 819,680 704,834 580,846 


$6,798,197 $7,220,421 $6,229,657 $4,972,953 


Standard cost of; 

Labor ' $ 642,083 $ 710,792 ■ 590,872 - $ 456,622 

Materials -5,251,863 5,564,529 4, 805, 331 3,865,162 

Overhead 729,987 802,298 695,379. 545, 169 

IiiA-2 $6,623,934 $7,077,620 $6,091,583 $4,866,953 

Variations in: 

Labor $ 11,315 $ 7.494 $ '5,273 $ 10,165 

Materials 127,884 117.924 123,345 60,156 

Overhead 35,063 17,382 9,454 35,677 

T0A-7 $174,263 $142,801 $138,073 $105,999 


The Mileage Tire Company 


Variations in Goods in Process A-7-3 

March 31, June 30, Sept. 30, Dec. 31, 

Actual cost of; 1926 1926 1926 1926 

Labor $ 129,006 $ 129,452 $ 103, .105 $ 109,425 

Materials 1,649,503 1,706,567 i, 374. 57° 1,259,429 

Overhead 117,370 121,949 97,807 91,849 


$1,895,880 $1,957,969 $1,575,482 $1,460,704 

Standard cost of; 


Labor $ 117,025 $ 120,374 $ 99,397 $ 95,642 

Materials 1,584,188 1,688,630 1,371,617 1,255,717 

Overhead 112,494 117,031 96,448 88,311 

IqA-^ $1,813,708 $1,926,035 $1,567,463 $1,439,671 

Variations in: 

Labcff $11,981 $ 9,078 $3,707 $13,783 

Materials 65,315 i7,937 2,953 3,7il 

Overhead 4,876 4.917 1,358 3,538 

ToA-7 $82,172 $31,933 $8,019 $21,032 
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The Mileage Tire Company 
General Reserves 



Jan. I, 

March 31^ 

June^ JO, 

Sept. JO, 

Dec. 31, 

Items 

1026 

1026 

1026 

1026 

1026 

Reserve for fluctua- 






tion in the price of 




$2,000,000 

$2,000,000 

crude rubber 

$2,000,000 

$2,000,000 

$2,000,000 

Reserve for federal 




2,986,365 

3,910,442 

income taxes 

, 3,169,000 

2,826,940 

3,046,862 

Reserve for unin- 





2,786,982 

sured risks 

2,162,169 

2,204,962 

2,411,386 

2,641,893 

Other reserves 

I, 594^525 

688,223 

606,952 

768,632 

823,787 

ToA 

$8,925,695 

$7,710,126 

$8,065,201 

$8,396,891 

$9,521,212 


The Mileage Tire Company 


Analysis of Free Surplus 

Balance January i, 1926 

Loss for quarter ended March 31, 1926 

Dividends paid 7%, preferred stock 

Dividends paid 2 % Q., common stock 

Free surplus, March 31 , 1926 

Profit for quarter ended June 30, 1926 

Dividends paid 7%, preferred stock 

Dividends paid 2% Q., common stock 

Transferred to general reserve 

Free surplus, June 30, 1926 * 

Profit for quarter ended Sept. 30, 1926 

Dividends paid 7%, preferred stock 

Dividends paid 2% Q., common stock • • • 

Transferred to general reserve 

Free surplus, September 30, 1926 

Profit for quarter ended December 31, 1926 

Dividends paid 7%, preferred stock 

Dividends paid 2% Q., common stock 

Transferred to general reserve 



A -9 

$ 6,630,808 

487,364 

$ 6,143,444 

$ 446,320 

600,000 

$ 1,046,320 

$ 5.097,124 
3-392,564 

$ 8,489,689 

$ 446,320 

600.000 

450.000 

$ 1,496,320 

$ 6,993.369 
4,992.919 

$11,986,288 

$ 446,320 

600.000 

800.000 

$ 1,846,320 

$io,I 39 » 9^8 

1,027,988 

$11,167,957 

. $ 446,320 

, 600,000 

1,200,989 

$ 2,247,309 


$ 8,920,648 


Free surplus, December 31, 1926. 
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The Mileage Tire Company 


Profit 

and Loss Statement for 1^26 by Quarters 

Exhibit B 




First 

Second 

Third 

Fourth 



Year 

Quarter 

Quarter 

Quarter 

Quarter 



1026 

Amount 

Amount 

Amount 

Amount 

Gross sales 

B-i 

^ 157 , 130.349 

$30,298,582 

$42,762,743 

$50,186,772 

$33,882,250 

Less sales returns 

B-2 

170,984 

24.375 

66,576 

52,454 

27,579 

Net sales 

B-2 

$156,959,364 

$30,274,207 

$42,696,167 

$50,134,318 

$33,854,671 

Deductions from sales. 

B -3 

11 , 539,810 

2,311,109 

3,136,568 

3.643,379 

2,448,752 

Net sales 


$145,419,554 

$27,963,097 

$39,559,598 

$46,490,939 

$31,405,918 

Cost of sales 

B -4 

95,643,056 

18,776,298 

26,197.277 

30 , 360 , 992 

20,308,489 

Gross profit 


$ 49,776,497 

$ 9,186,799 

$13,362,321 

$16,129,947 

$11,097,429 

Marketing costs 

B-S 

$ 25,418,680 

$ 4 , 957,556 

$ 6,720,772 

$ 8,041,496 

$ 5,698,855 

Management cost 

B-6 

14,966.532 

2,919,011 

3,957.194 

4,734,837 

3,355,489 



$ 40,385,212 

$ 7,876,568 

$10,677,966 

$12,776,333 

$ 9,054,344 

Standard operating 







profit 


$ 9,391,285 

$ 1,310,231 

$ 2,684,35s 

$ 3.353,614 

$ 2,043,084 

Variations from stand* 







ard m: 







Cost of goods sold ..... 

B -7 

$ 1,124,880* $ 537 , 115 * 

$ 316,645’ 

$ 128,056 

$ 399 , 175 * 

Marketing expenses . . 

B-8 

7,350 

786,01s* 

527,424 

643,940 

377 , 997 * 

Management expenses . 

B -9 

48.605* 

592,172* 

291,390 

557,305 

305.127* 



1 1,166,135* 

$ 1,915,304* $ 502,169 

$ 1,329,301 

$1,082,301* 

Net profit from opera- 







tion 


$ 8,225,130 

$ 605,073* $ 3,186,524 

$ 4,682,915 

$ 960,783 

Other income 


$ 8,368,448 

$ 1,457,894 

$ 2,186,279 

$ 2,735,324 

$ 1,988,949 

Other deductions 

B-io 

7,667,489 

1,340,18s 

1 , 980 , 240 

2,425,320 

1,921,744 

Net increase 


$ 700,958 

$ 117.709 

$ 206,039 

$ 310,003 

$ 67,205 

Net income for the 







period....... 


i 8,926,108 

$ 487,364* 

$ 3,392,564 

$ 4,992.919 

$1,027,988 

♦Red. 









The Mileage Tire Company 





Gross Sales — 



B-I 



Year 

First 

Second 

Third 

Fourth 



1926 

Quarter 

Quarter 

Quarter 

Quarter 

Cord Tires 


$ 60,185,278 

$10,824,201 

$15,872,494 

$20,247,723 

$13,240,859 

Fabric tires 


2,917,682 

489,333 

1,018,568 

811,193 

598,587 

High pressure tubes. . 


15,048,454 

3,047,728 

3 , 577,788 

4,860,843 

3,562,093 

Balloon tires 

B-i-c 

66,671,755 

13,405.485 

18,757,524 

20,624,346 

13,884,398 

Balloon tubes 


12,307,179 

2,531,832 

3,536,368 

3 , 642 . 665 

2,596,311 

ToB * 


$ 157 , 130,349 

$30,298,582 

$42,762,743 

$50,186,772 

$33,882,250 
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* The IMileage Tire Company 

Balloon Casings — Gross Sales B-i-c 



1026 



Units 

Prices 


Amount 

1st quarter 



903,726 

$14-8335 


$13,405,485 

2nd quarter 



1,269,734 

14.7728 


18,757,524 

3rd quarter 



I ,400,806 

14.7232 


20,624,346 

4th quarter 



944,382 

14.7021 


13,884,398 





4,518,648 



$66,671,755 



First Quarter 



Second Qtiarter 

Sizes 

Units 

% 

Prices 

Armunts 

Units 

% 

Prices Amounts 

27x4.40-19" 

36,330 

4.02 

$ 9.50 

$ 345.135 

52,313 

4 .T 2 

$ 9.40 $ 491.742 

29x4.40-21" 

55.850 

6.18 

10. 10 

564,085 

78,470 

6.18 

10.00 784,700 

31x6.00-19" 

16,267 

1 .80 

19.90 

323.713 

22,220 

1.75 

20.00 444,400 

32x6.00-20".. , . 

10,755 

1. 19 

20.30 

218,326 

17.903 

1. 41 

20.25 362,53s 


903.726 

100.00 


$13,405,485 

1269,734 100,00 

$18,757,524 


The Mileage Tire Company 

Balloon Tubes — Gross Sales B-i-d 


ig26 Units Prices Amounts 

1st quarter 962,726 $2.6298 $ 2,531,832 

2nd quarter 1,369*870 2.5815 3,536,368 

3rd quarter 1,427,321 2.5521 3,642,665 

4th quarter. 1,029,792 2.5212 2,596,311 


4,789,709 $12,307,179 


Sizes ' Units % Prices Amounts Units % Prices Amounts 

27x4.40-19" 39.087 4-06 I 1. 75 $ 68^402 56.165 4-io $ 1.70 $ 95. 480 

29x4.40-21" 59,689 6.20 1.85 110,424 85,069 6.21 1.85 157,377 


962,726 100.00 $ 2,531,832 1369,870 100.00 $ 3.536,368 

The Mileage Tire Company 


Sales Returns B -2 

First Second Third Fourth 

Items 1026 Quarter Quarter Quarter Quarter 

Balloon tires— B-2-i $ 7i.i79 $ 4,235 $44.96© $17. 352 $4,631 

Balloon tubes— B-2-i 11.374 2,023 3.141 3,666 2,443 

ToB $170,984 $24,375 $66,576 $52,454 $27,579 
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The Mileage Tire Company ‘ 

Sales Returns — B-2“i 

Balloon Tires Balloon Tubes 

Units Prices Amounts Units Prices Amount s 

istquarter 936 $2.1621 $2,02^.73 298 $14.2121 $4,23520 

2ndquarter 1,310 2.3980 3,141.38 3,126 14.3826 44,96000 

3rd quarter 1,527 2.4012 3,^66.63 1,221 14.2120 17,352 85 

4th quarter 1,005 2.4310 2,443.16 328 14. 1213 4,631.79 

ToB- 2 4,77s $11,274.90 4,973 $71,179-84 


The Mileage Tire Company 

Deductions from Sales B-3 

Year First Second Third Fourth 


Items IQ26 Quarter Quarter Quarter Quarter 

Balloontires $5,485,684 $1,166,277 $1, 519^359 $1,672,634 $1,127,413 

Balloon tubes 998,575 205,331 287,153 295,529 210,560 

ToB $ ii ,539»8 io $2,311,109 $3,136,568 $ 3 , 643,379 $2,448,752 


The Mileage Tire Company 
Standard, Cost in Goods Sold B-4 

First Quarter j 1^26 Labor Materials Overhead Total 

Cord tires $ 844,415 $ 4,812,113 $ 950,793 $ 6,607,323 

Fabric tires 45,892 196,300 46,441 288,635 

High pressure tubes.... 172,457 i, 397,199 263,217 1,832,874 

Balloontires B-4-1 1,022,770 6,621,102 905,988. 8,549,861 

Balloon tubes 152,539 1,096,544 248,518- 1,497,603 

ToB $2,238,076 $14,123,262 $2,414,959 $18,776,298 
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The Mileage Tire CompaivY 
Cost of Goods Sold 




First 

Second 

Third 


ig26 

Quarter 

Quarter 

Quarter 

Balloon Tires 

Total 

Amount 

Amount 

Amount 

Units 

4.513.675 

903.428 

1,266,608 

1.399.585 

Composite stand- 





ard Cost — ^per 





unit: 





Labor 


$1.1321 

$1.1321 

$1.1321 

Materials 


7.3299 

7.0321 

6.9832 

Overhead 


1. 0018 

I -1353 

1 .0278 



$9-4638 

$9-2995 

$9.1431 

Composite stand- 





ard Cost — Amount: 




Labor 

$ 5.109.931 

$1,022,770 

$ 1,433.926 

$ 1,584,470 

Materials .... 

31.704.456 

6,621,102 

8,906,914 

9.773.581 

Overhead .... 

4,819,032 

905,9^8 

1,437.980 

1,438,493 


$41,633,420 

$8,549,861 

$11,778,821 

$12,796,545 


409 

Fourth 

Quarter 

Amount 

944,054 


6.7823 
I .09S0 


$9 0124 


$1,068,763 

6,402,857 

1,036,571 


$8,508,192 
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The Mileage Tire Company 




Analysis of 'Overhead Costs 


B-4-i-a 


First 

Second 

Third 

Fourth 


Quarter 

Quarter 

Quarter 

Quarter 

Summary 

Amount 

Amount 

Amount 

Amount 

Indirect labor 

... $ 361,14? 

$ 600 , 230 

$ 797,488 

$ 632,386 

Indirect materials 

443,165 

694,950 

839,447 

764,185 

Indirect expenses 

204,949 

398,928 

510,366 

368,426 

Repairs, maintenance 

231,284 

337,770 

522,206 

378,140 

Power, light, heat, and water. 

433-567 

620,963 

755,638 

495,121 

Insurance and taxes 

148 , 847 

203,242 

262 , 844 

181,707 

Depreciation 

592,009 

1,178,923 

1,621 ,929 

762,471 


$2,414,959 

$4,035,010 

$5,309,921 

$3,582,439 

Units 

.... 4,106,657 

5,367,240 

6,661 ,279 

4,720,722 

Balloon Tires 





Composite standard cost- 

-per 




unit: 





Units 

— 903,428 

1,266,608 

1,399,585 

944,054 

Indirect labor 

... $0.15230 

$0.15230 

$0.10230 

$0.15230 

Indirect materials 

0.19199 

0.20225 

0.10637 

0.28212 

Indirect expense 

0.04500 

0.04500 

0.04500 

0.04050 

Repairs, maintenance 

... 0.02000 

0.02000 

0.02000 

0.02000 

Power, light, heat, water 

0.21050 

0.21050 

0.21050 

0.21050 

Insurance and taxes 

0.08200 

0.08200 

0.08200 

0.08200 

Depreciation 

0.30001 

0.423242 

0 461627 

0.310576 


$1.0018 

$1-1353 

$1.0278 

$1.0980 

Composite standard cost — amount: 




Indirect labor 

$ 137,592 

$ 192,904 

$ 143,177 

$ 143,779 

Indirect materials 

I74»39i 

256,181 

148,878 

266,340 

Indirect expense 

40,654 

56,997 

62,981 

38,234 

Repairs, maintenance 

18,068 

25,332 

27,991 

18,881 

Power, light,, heat, and water. 

190,171 

266,620 

294,612 

198,723 

Insurance and taxes 

74,o8i 

103,861 

114,765 

77,412 

Depreciation 

271,029 

536,081 

646 , 086 

293,200 


$905,988 

$1,437,980 

$1,438,493 

$ 1 , 036,571 
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The Mileage Tire Company 




Marketing Costs 



Costs: 

Year 1926 

First 

Second 

Tktrd 

Sales Manager 

Amount 

Per Unit 

Quarter 

Quarter 

Quarter 

Salaries 

$ 6,245,179 

$0.2966 

$1,218,034 

$1,651,243 

$1,975,735 

Commissions 

5,032,359 

0.2390 

981,491 

1,330,570 

1,592,045 

Traveling 

Warehousing and Ship- 

1,987,676 

0.0944 

387,668 

525.547 

628,824 

ping 

1,768,69s 

0.0840 

344,959 

467,648 

559.547 

Other expenses 

296,888 

0.0141 

57,903 

78,498 

93,924 


$15,330,799 

$0.7281 

$2,990,056 

$4,053,507 

$4,850,077 

Costs: 






Publicity Manager 






Salaries 

$ 448,490 

$0 .0213 

$ 87,471 

$ 118,582 

$ 141,885 

Advertising 

5,223,968 

0.2481 

1,018,861 

1,381,232 

1.652,663 


$ 5,672,458 

$0,2694 

$1,106,333 

$1,499,814 

$l,7i>4,S48 

Costs: 






Manager of Marketing 
Salaries 

$ 471,652 

$0.0224 

$ 91,989 

$ 124,706 

$ 149,212 

Traveling 

157,919 

0.007s 

30,799 

41.754 

49,959 

Entertainment 

134.757 

0.0064 

26,282 

35.630 

42 , 632 

Rentals 

3,476,328 

0.1651 

678,009 

919,151 

1.099.777 

Other expenses 

174.763 

0.0083 

34,085 

46 , 208 

55,288 


$ 4,415,421 

$0.2097 

$ 861,165 

$1,167,450 

$1,396,870 

ToB 

$25,418,680 

$1,2072 

$4,957,556 

$6,720,772 

$8,041,496 

Sales in units 

21,055,898 


4,106,657 

5,567.240 

6,661,279 


The Mileage Tire Company 


Management Costs, Other 

Year Per First Second Third 

Organization Units 1926 Unit Quarter Quarter Quarter 

Costs: 

Chief executive % i,7S6,o6i $0.0834 % 342»49S % 464r307 $ SS5 .550 


Costs: 

Manager of standards 
and records: 

Controller $ 1,711,844 $0.0813 $ 333,871 $ 452.616 $ S4i,56i 

Cost 1,111,751 0.0528 216,831 293,950 351.715 

Budget 21,055 0.0010 4,106 5,567 6,661 

Accounting 2,217,186 0.1053 432,430 586.230 701,432 

Statistical 1,299.148 0.0617 253.380 343.498 411,000 


$ 6,360,986 $0.3021 $1,240,621 $1,681,863 $2,012,372 


Costs: 

Manager of Personnel 


Personnel $ 5.152,378 $0.2447 $1,004,898 $1,362,303 $1,630,014 

Employment 1,600,248 0.0760 312.105 423,110 506,257 

Training 96,857 0.0046 18,890 25,609 30,641 


$ 6,849,483 $0.3253 41.335. 89s $1,811,023 $2,166,9x4 

ToB $14,966,532 $0.7IOS $2,919,011 $ 3,957,194 $4,734,837 

, , ^ ■ 


411 


B-5 

Fourth 
Quarter 
$1,400, 166 
1,128,252 
445.636 

396,540 

66,562 


$3,437,157 


$ 100.551 

1,171.211 


$1,271,762 


$ 105.744 

35.405 

30,212 

779,391 

39,181 


$ 989,93s 


$5,698,855 


4,720,722 


B-6 

Fourth 

Quarter 

$ 393,708 


$ 383,794 
249.254 

4.720 

497,092 
291 , 268 


$1,426,130 


$1,155,160 

358.774 

21,715 


$1,535,650 


$3,355,489 
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The Mileage 

Tire Company 




Variations from Standard 

Cost of Goods 

Sold 

B-7 


First 

Second 

Third 

Fourth 


Actual cost of: 

Quarter 

Quarter 

Quarter 

Quarter 

Total 

Labor 

$ 2,346,542 

$ 3,264,640 

$ 3,813,708 

$ 2,588,866 

$12,013,75^ 

Materials .... 

14,466,882 

19,147,167 

21,049,569 

14,439,284 

6g,i02„,904 

Overhead. . . 

2,499,989 

4,102,114 

5,369.657 

3,679,513 

15.651,274 


$19,313,413 

$26,513,922 

$30,232,935 

$20,707,665 

$96,767,937 

Standard cost of: 





Labor 

$ 2,238,076 

1 3,197,982 

$ 3,771,543 

$ 2,556,835 

$11,764,438 

Materials .... 

14,123,262 

18,964,284 

21,279,527 

14., 16^ ‘,iy 4 

68,536,283 

Overhead .... 

2.414,959 

4,035.010 

5,309,921 

3,582,439 

15,342,330 

ToB-4 

$18,776,298 

$26,197,277 

$30,460,992 ■ 

$20,308,489 

$95,643,056 

Variations in: 






Labor 

$108,465 

$ 66,657 

$ 42,165 

$ 3'2,05i ■ 

$ 249,319 

Materials 

343,619 

182,883 

229,956* 

270,069 

566,616 

Overhead 

85,029 

67 , 104 

59.735 

9-7,074 

308,944 

ToB 

1537,115 

$316,645 

$128,056* 

$399,175 

$1,124,880 

*Red. 
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Variations in Marketing Expenses 

B-8 



ippd First Second Third 

Fourth 

Organization Units . 

Total Quarter Quarter Quarter 

Quarter 

Expenses: 






Sales manager '. . . ^ 

$140,118* $402,454 $456,666* $344,181 

* $258,275 

Publicity manager. . .* . 

28,861 ' 174,042^ 66,086 193,494 

* 17.773* 

Manager of marketing . . 

103,906 209,519 136,844* 106,264 

* 137,496 

ToB 


$ 7.356* "‘$786,015 $527,424* $643,940 

* $377,997 

Note: These data are secured by subtracting the standard expenses from the actual 

expenses. 
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The Mileage Tire Company 
Variations in Other Management Expenses 


JQ26 First Second Third Fourth 
Organization Units Total Quarter Quarter Quarter Quarter 

Expenses: 

Chief executive $ 35 » 580 $ 77 , 7 o 6 $23,386* $70,260* $51,520 

Controller 80,355* 252,064 154,873* 318,496* 140,949 

M anager of personnel . . * . 93 , 380 262 ,401 113,130* 168, 548 * 112,658 

ToB $48,605 $592,172 $291,390* $557,305* $305»^27 


Note: These data are secured by subtracting the standard expenses from the actual 
expenses. 

Other Income — ^The other income for the year of $8,368,448 is 
composed of the following items: (a) rents received; (b) gain or 
loss on miscellaneous sales of : (i) obsolete finished goods, (2) obso- 
lete raw materials, (3) obsolete supplies, (4) miscellaneous sales; 
(c) dividends received and accrued; (d) interest income; (e) cash 
discounts; (f) other miscellaneous income. The company's reports 
show these items in considerable detail, but such analyses are omitted 
in this treatise to conserve space. 


The Mileage Tire Company 

Other Expenses . B-io 

- Items Year First Second Third Fourth 

IQ26 Quarter Quarter Quarter Quarter 

Other Expenses ' 

Inventory Price . 

Adjustments B-io-i $ 465^,200 $ 199,6412 $ 195.722 $ 73.835 - 0 - 

Depreciation of idle eqxiip- 

ment B-io-a 274,427 254,114 26,572 210,303*$ 204,043 

Depreciation of idle over- 
head B-io-3 33.602 24,303 7,271 16,260* i8,2SS 

Other items, not listed here, 
including taxes, discounts 
allowed, extraordinary ex- 
pense, etc 6,890,259 812,12s 1,750,673 2,578,048 1,749.4x2 

ToB $7,667,489 $1,290,185 $1,980,240 $2,425,320 $ 1,971,744 


♦Red. 

The Mileage Tire Company 
Inventory Price Adjustments of Finished Goods 


1^26 First Second Third 
Items Total Quarter Quarter Quarter 

Balloon tires $129,933 $65,964 $ 52,503 $11,464 

Balloon tubes 96.238 73,064 16,657 6,516 

ToB-io $469,200 $199,642 $195,732 $73,835 


*Red. 
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The Mileage Tire Company 

Analysis of Depreciation on Idle Equipment B-10-2 


First Second Third Fourth 
Summary^ JQ26 Quarter Quarter Quarter Quarter 

Balloon casings ....$59,245 $73,035* $134,425* $51,926 

Balloon tubes 36,143 3,845 467* 32,806 

ToB-io $254,114 $26,572 $210,303* $204,043 


Note: This summary is derived by multiplying the idle facilities quarterly rate by 
the sales units of that period. 

*Red. 


The Mileage Tire Company 

Analysis of Depreciation — Non-Manufacturing B-io~3 


Depreciation on Depreciation on 

Sales Used Capacity Idle Capacity 

Units Per Unit Amount Per Unit Amount 

First quarter 4,106,657 $0 , 013232 $ 54 , 339 $0 . 005918 $24 , 303 

Second quarter 5,567,240 0.017844 99, 341 0.001306 7,270 

Third quarter 6,661,279 0.021591 143,823 0.002441* 16,260* 

Fourth quarter 4,720,722 0.015276 72,113 0.003874 18,288 


ToB-io 21,055,898 $369,618 $33,601 


Note: The depreciation of $369,618 is charged through B-5 and B-6, though the 
amount has not been shown therein. 


♦Red. 



CHAPTER XXVIII 


ANALYSIS OF VARIATIONS IN SALES 

Analysis of Total Variations. — In reviewing the sales of the 
business, the sales estimate or budget serves as a base from which 
comparisons should be made. To use any other base than the budget 
is to lose sight of the measuring stick set up for management purposes. 
It should be emphasized again, however, that the budget is not a com- 
plete measuring stick in itself. The estimated sales of the Jvlileage 
Tire Company for each product and for each quarter compared to the 
actual sales, are shown in Table 48, The increases and the decreases 
are also shown. 

The variations in cord tires do not amount to as much as one 
per cent during any quarter of 1926. Variations in high pressure tube 
sales were less than one-fourth of one per cent for two quarters, while 
in the first quarter the variation was about one and one-half per cent 
below the budget. In the third quarter the sales ran ahead of the 


TABLE 4S 

The Mileage Tire Company 
Analysis of Variations in Sales by Products and by Quarters ^ 



Estimated 

Actual 

Decrease 

First Quarter 

Sales 

Sales 

Increase* 

Cord tires 

110,894,450 

$10,824,202 

$ 70,248 

High pressure tubes 

3,096,200 

3,047,729 

48,471 

Balloon tires - 

13,414.200 

13,405,485 

8,715 

Balloon tubes 

2,544.350 

2,531.833 

12,517 


$29,949,200 

$29,809,249 

$139,951 

Second Quarter 

Cord tires 


$15,872,494 

$106,806 

High pressure tubes 


3,577,788 

3,688* 

Balloon tires 

18,815,100 

18,757.524 

57 ,476 

Balloon tubes 

3 . 533.100 

3.536,369 

3.269* 


. $4I»90I,5oo 

$41,744,175 

$157,325 


1 The third and fourth quarters are omitted. 
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budget about three and one-half per cent. In balloon tires the varia- 
tion is almost nothing during the first and second quarters, while in 
the other quarters, sales were over the budget by less than one per 
cent. There were slight variations in balloon tubes during the first 
and second quarters, and increases over the budget for the other quar- 
ters of about two per cent. The variations do not appear to be exces- 
sive. Much valuable information would be lost, however, if the study 
were not carried farther than to find that the net variations on first 
showing appeared unreasonable. 

Analysis of Unit and Price Variations. — ^An analysis of the net 
variations into their two major parts gives a logical approach to the 
study of variations. These components are units and prices. This 
may be seen" from the following simple illustration: 


Sales budget 100 units @$3.50 each $350 . 00 

Actual sales 102 “ @ 3.60 “ 367.20 


Variations 2 “ @$0,10 “ $ 17.20 

Price variations 100 units @ $0. 10 each $10.00 

Unit variations 2 “ @$3.60 7.20 $ 17.20 


The same principles have been used in securing the quantity and the 
price variations shown in Table 49. 

TABLE 49 

The Mileage Tire Company 
Analysis of Unit and Price Variations ^ 


First Quarter 

Cord tires 

High pressure tubes 

Balloon tires 

Balloon tubes 

Total 

$ 70,248 

48,471 

8,715 

12,517 

Unit 
$ 63,015 

52,314 

10,773* 

8,610 

Price 

$ 7,233 
3.843* 

19.488 

3.907 


$139,951 

$113,166 

$26,785 

Second Quarter 

Cord tires 

High pressure tubes 

Balloon tires 

Balloon tubes 

3,688* 

57.476 

3.269* 

$ 93.405 

13* 

92,566 

2,246* 

$13,401 

3.675* 

35.090* 

1.023* 


$157,325 

$183,712 

$26,387* 


* Increase over budget. 

1 The third and fourth quarters are omitted. 

The Sales Quota Problem. — The sales quota has to do with the 
apportionment of the estimated total sales to the several sales territories. 
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The managers of the ilileage Tire Company were not content to base 
their sales quotas on an arbitrary basis, nor on the basis of past 
experience. To meet with their approval, the total quotas must be 
forecast from a knowledge of some related data that will serve 
as forecasting media. The total quotas must be adjusted in the light 
of performance, before the forecast shall serve as a basis for judging 
the effectiveness of the sales eifort. 

In the endeavor to secure suitable media for forecasting distinct 
quotas, several classes of data were tested to see which data appeared 
to give the best results. In Chapter XXV it was shown that there is 
a close relationship between automobile registration and pneumatic 
tire shipments. There are no published statistics, however, to show the 
tire shipments to the several states for use on consumers’ automobiles. 
Statistics have been published for automobile registration for as far 
back as the data seem to be significant — namely, 1918 and 1919. It 
would seem quite illogical to assume that tire consumption in the 
United States is proportional to the number of automobiles registered. 
The difference in the physical conditions of the roads in the several 
states is significant. Studies have shown that the ''average automo- 
bile^^ runs many more miles per year in good road states than in poor 
road states. Other factors may be considered that would show apparent 
differences in the consumption of tires, but what is needed are data 
already tabulated which will yield the desired results. These data may 
be discovered by research. 

The research which proved of most value for setting sales quotas 
for the Mileage Tire Company may be described briefly. It was 
assumed that income would affect the sales of both automobiles and 
tires, as well as the registration of automobiles. The Purchasing 
Power Index developed by Mr. H. G. Weaver^ was used as a basis for 
grouping the automobile registrations of various states. The unit sales 
of the Mileage Tire Company were grouped in the same manner. A 
number of groupings was made. The grouping shown in Table 50 
was the one finally chosen because of its resemblance to the data of 
the Mileage Tire Company. These data are charted in Figure 34. 

Mileage Tire Sales.— The sales of the Mileage Tire Company, 
other than sales to manufacturers, are shown in Table 51. The figures 
are shown in units and percentages. The forecast for 1926 is shown 
in comparison to performance. The forecast of tire sales was about 
25,000 tires under performance, which is about three-tenths of one per 

'^Harvard Business Review, April, 1926. 
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cent error in the estimate. Preliminary figures for each c[uota are 
made from an average of the s^les performance during the past two 
or three years. These figures are adjusted to allow for the probable 
increased or decreased registration of automobiles in particular groups 
of states. A study of Figure 34 discloses that automobile registration 
in each group of states is not increasing at the same rate. Two 
parallel lines on the chart indicate that the percentage increase in each 

TABLE 50 

Automobile Registration Grouped According to ^‘Effective Income — K” 


States K 1921 1926 States K 1921 1926 

Gyou-^ I Group VI 


New York 

. 14.79 

663.5 

1508.3 

Alabama 

1 .09 

73.3 

198.0 

Pennsylvania . 

9.18 

632.5 

1264.5 

West Virginia 

1 .08 

77.4 

201.6 

Illinois 

7.61 

583 4 

1195 . 9 

Nebraska 

1.03 

219.8 

338 0 

Ohio 

S. 7 S 

622 0 

1295.0 

Colorado 

.99 

136.3 

227.7 

California 

S.08 

645.5 

1384.2 

Arkansas 

.84 

60.1 

179 5 


42.41 

3146 9 

6647.9 


5. 03 

566.9 

1144 8 

Group II 




Group VII 




Massachusetts 

. S.oo 

305.5 

593.2 

South Carohna 

.84 

83.0 

163 5 

Michigan 

3.82 

426.7 

969.7 

Oregon 

.83 

103.8 

214.9 

New Jersey 

3.73 

248.5 

531 8 

V* . . 

.75 

60 .5 

184.1 

Texas 

3.61 

417.2 

944 9 

:< ■ ... 

.74 

44.9 

91.8 

Missouri 

2.84 

311.8 

587.9 

District of Columbia.. 

.69 

35.4 

97.8 


19.00 

1709.7 

3627.5 


3 8 s 

327.6 

752 . 1 

Group in 




Group VIII 




Indiana 

2.49 

357.0 

66 s .1 

Maine 

.69 

67.6 

124.2 

Wisconsin 

2.34 

320.6 

582.0 

Florida 

.62 

83,1 

331.9 

Iowa, 

1.99 

430,1 

648,2 

Montana 

.50 

56.4 

88.8 

Minnesota 

1.97 

299 I 

559. 1 

South Dakota 

.48 

III .0 

153.8 

Connecticut 

. 1.57 

110. 0 

222.2 

North Dakota 

.43 

90.2 

145.6 


10.36 

1516.8 

2676 .6 


2.72 

408,3 

844.3 

Group IV 




Group IX 




Washington 

. 1.53 

157,6 

310.4 

New Hampshire 

.43 

37.0 

78.4 

Kansas 

. I. so 

267.9 

441.4 

Idaho 

.38 

47.0 

86.4 

Maryland 

1 .48 

124.7 

240.7 

Utah 

.37 

40.6 

72 9 

Oklahoma 

. 1.47 

197 . 5 

450.0 

Arizona 

.34 

31 .6 

63 3 

Georgia 

1.45 

117.8 

242.0 

Vermont 

.30 

33.8 

68 5 


7.43 

865,5 

1684.5 


1.82 

190.0 

369.5 

Group V 




Group X 




Virginia 

1.42 

122.0 

273.8 

Wyoming 

.25 

24.0 

44.4 

Kentucky 

. . 1 .41 

III .8 

252.6 

New Mexico 

.25 

21.2 

53.2 

North Carolina 

1 .36 

134.9 

352.2 

Delaware 

.23 

19. 1 

36.2 

Tennessee 

1.24 

102.8 

254.4 

Nevada 

.11 

10. 0 

19.3 


I 12 








— 

'j/ -O 

204 0 
— 1 


.84 

74.3 

153. 1 


6.55 

538.8 

1337.0 






_ — 



Total 

100.01 

9344.8 

19237 3 


Units: Thousands of passenger automobiles. 
Source: Automobile Chamber of Commerce. 
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series of data is at the same rate, while a line that rises more rapidly 
than another line is increasing at a higher ratio. 

The data for automobile registration by groups of states, as shown 
in Table 51, are reduced to a percentage form. These percentages are 
shown in Table 52. A comparison of the percentages for the com- 



pany and the automobile registration discloses a high degree of simi- 
larity. 

A still better way to show the similarity of tire sales to automobile 
registration by groups of states is to plot the data on a ‘'similarity 
chart.” The sales of the company may be plotted along the .r axis 
while the automobile registration is plotted along the y axis. When the 
points representing the paired values of tires and automobile registra- 
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TABLE 51 

The Mileage Tire Company 

Unit Tire Sales of Other than Original Equipment, by Groups of States. 


Groups of Stales 1921 1922 1923 1924 1925 1926 1926* 1927=*' 

I 2,299.7 1,677.5 1,949.3 2,186.0 2,482.6 2,535.8 2,557-3 2,806.8 

II 667.2 836.4 982.5 1,136.3 1,358.5 1,390.7 1,353.9 1,509.9 

III 602.5 750.0 825.6 889.7 1,031.8 1,023.0 1,038.2 1,145.9 

IV 342.3 425 o 482.3 530.9 636.6 655.4 684.1 707 3 

V 211.2 272.3 325.0 387.9 478.9 507 2 483.6 533.2 

VI... 214.8 269.0 315.3 356.4 422.7 433.0 422.1 471.2 

VII 125,5 154.6 182.1 210.3 257.2 268.8 260.7 286.1 

VIII 148.4 184.0 210.2 230.2 280.7 294.3 282.4 312.3 

IX 63.8 81.3 93.2 105.4 124,3 125.0 126.0 138.3 

X 16.6 20.0 23.7 27.3 31.9 32.7 32.0 35.8 


3,692.0 4,670.1 5,389.2 6,060.4 7,105.2 7,365.9 7,240.3 7,946.8 


Yearly Percentage of Unit Sales Other than Original Equipment 


I 

35.20 

35.92 

36.17 

36.07 

34.94 

34.90 

35.32* 

35.32* 

II 

18.07 

17.91 

18.23 

18.75 

19.12 

19.14 

18.70 

19.00 

Ill 


16.06 

15.32 

14.68 

14.52 

14.08 

14.34 

14.42 

IV 


9.10 

8.95 

8.76 

8.96 

9.02 

9.45 

8.90 

V 

5.72 

5.83 

6.03 

6.40 

6.74 

6.98 

6.68 

6.71 

VI 

5.82 

5.76 

5.85 

5.88 

5.95 

5.96 

5.83 

5.93 

vn 


3.31 

3.38 

3.47 

3.62 

3.70 

3.60 

3.60 

VIII 


3.94 

3.90 

3.80 

3.95 

4.05 

3.90 

3 93 

IX 

1.73 

1.74 

1.73 

1.74 

1. 75 

1.72 

1.74 

1,74 

X 


.43 

.44 

.45 

.45 

• 45 

.44 

.45 


100.00 

100.00 

100.00 

100.00 

100.00 

100.00 

100.00 

100.00 


♦Estimated. 
Units: Thousands. 


TABLE 52 

Percentage of Automobile Registration in the United States, by Groups of 

States 

Group 


of 


States 

ig2x 

IQ 22 

1923 

1924 

1925 

1926 

1926^ 

1927* 

I 

■ 3367 

35-22 

35 62 

34 98 

34.28 

34 56 

34.66 

34-58 

II 

. 18 30 

17.78 

18.30 

18.79 

19.07 

18.86 

18.73 

18.92 

Ill 

. 16.23 

15.71 

14.98 

14.66 

14-34 

13-91 

14-58 

14.30 

IV 

9.26 

9 07 

8.66 

8.64 

8.70 

8.76 

8.68 

8 70 

V 

• 5-76 

6.00 

6-39 

6.70 

6.80 

6.95 

6.63 

6.82 

VI 

6.07 

5-98 

5-94 

5.87 

5-96 

5-95 

5 92 

5-93 

VII 

- 3-51 

3-47 

3.66 

3-90 

3 92 ' 

3.90 

3.85 

3-91 

VIII 

. 4-37 

4.08 

3 - 8 i 

3-77 

413 

4-39 

4.21 

4.10 

IX 

2.03 

1.92 

1.88 

I 89 

2.00 

I 92 

1-94 

1-94 

X 

.80 

-77 

.76 

.80 

.80 

.80 

.80 

.80 


100.00 

100.00 

100.00 

100.00 

100,00 

100.00 

100.00 

100.00 


♦Estimated. 
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tion are joined together, a relatively straight line is formed. The 
series are too short, however, to show a highly reliable measure of 
similarity. 

Comparing Quotas and Performance. — ^\Vhen the quota is as- 
signed it is not known, of course, how many automobiles will be regis- 
tered in each group of states. The quota, then, should be provisional 
as a means of judging efficiency. A comparison of the 1926 quota 
with 1926 performance, properly adjusted, is shown in Table 53. The 
actual automobile registration over or under the estimated registration 
is shown in Column 2 of Table 53. The details necessary to arrive 

TABLE 53 

Comparison of 1926 Quotas with 1926 Performance and the Determination of 

Measure of Efficiency 


*The columns of this table indicate: 



(I) 

(2) 

(3) 

(4) 

(5) 

( 6 ) 

(7) 


States 







I 


I 

34*14 

.04 

21.5* 

21.54 

.00322 

II 


35.1 

38.33 

13-45 

36.8 

23.35* 

.00641' 

Ill 


119.8* 

38.22 

45.78* 

15.2* 

30.58* 

.01146 

IV 


19-7 

38 90 

7.66 

28.7* 

36.36 

.02152 

V 


65.4 

37*93 

24.81 

23.6 

1. 21 

.00090 

VI 


9-3 

34 78 

3-23 

10 9 

7.67* 

.00584' 

VII 


13-6 

35 74 

4 86 

8.1 

3.24* 

.00432' 

VIII.... 


36.9 

34.86 

12.86 

II. 9 

.96 

.00113 

IX 


2.6* 

33.83 

.87* 

1 .0* 

.13 

.00351 

X 


4 * 

21.36 

.08* 

.7 

.78* 

.00509' 



57-3 


20.18 

25.6 

5.42* 



*Red. 

Unit: 1000. 

at these figures are not given herein. It should be observed, however, 
that the actual registration was only 57,300 over the estimate. 

Any errors in estimating performance must be corrected before a 
comparison can be made with the company's figures. The per cent of 
sales of the company to the total automobile registration is shown in 
Column 3. That is, in Group II states, the company sold on an average 
of 3,833 tires to each 10,000 automobiles registered. The forecast of 
automobile registration was 35,100 under the number registered. The 
index of comparison, Column 4, is obtained by the multiplication of 
Column 2 by Column 3. The differences between the estimated sales 
and the actual sales of the company are shown in Column 5. The 
sales were 25,600 (Column 5) more than the estimate. In Column 4 
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are given the extra sales that would have been added to the quotas had 
the exact number of registrations been known in advance. The net 
result of the year is that only 5,420 more tires have been sold than 
should have been sold to register a “perfect hit.” All of the quotas, 
however, reflect different degrees of performance. The percentages 
of variation between the adjusted quotas and the performance are 
shown in Column 7. Group II states the performance was_ 23,350 
(Column 6) more tires than the adjusted quota, but the variation was 
only .00641 (Column 5 divided by the actual registration). This is 
an efficiency percentage. 



CHAPTER XXIX 


ANALYSIS OF VARIATIONS IN MANUFACTURING COSTS 

Analysis of Variations in the Cost of Goods Sold, — Cost varia- 
tions may be grouped into two principal classes, as follows : ( i ) varia- 

tions which are occasioned by the sale of more goods than was antici- 
pated; (2) variations which are caused by the inability to produce 
each article at the price set for its production. The first group of 
variations are referred to as variations ''in” the cost of goods sold, 
and the latter class of variations are called variations "from” standard. 

The variations "in” the cost of goods sold are shown by quarterly 
periods for the year 1926 in Table 54 - ^ 3 -cbi case the increase or 

TABLE 54 

The Mileage Tire Company 



Analysis of Variations the Cost of Goods Sold 


IQ26 

First Quarter 

Budget 

Units 

Stand ’ 

Actual Increase ard 
Units Decrease ^ Rate 

Total 

Amount 

Actual 

Amount 

Budget 

Balloon tires 

Balloon tubes 

902,700 

965,400 

903,428 

961,790 

728 p.4638 

3 ,6 io* 1.5571 

$ 6,889 
5,621* 

$ 8,549,861 
1,497,603 

$ 8 , 542,972 

I , 503 , 224 


4,138,900 

4,106,657 

32,243* 

$ 73,608* $18,776,298 

$18,849,906 

Second Quarter 







Balloon tires 

Balloon tubes 

1.273.500 

1.367.500 

1,266,608 

1,368,560 

6,892* 9.299s 
1,060 1.5055 

$ 64,092* $11,778,821 
1,595 2,060,367 

$11,842,913 

2,058.771 


5,581,600 

5,567,240 

14,360* 

$126,230* $26,197,277 

$26,323,507 

Third Quarter 





■ 

“ 

Balloon tires 

Balloon tubes 

1,389,000 

i,403,Soo. 

1,399,585 

1.425,794 

10,585 *9.1431 
11,994 1.4613 

$ 96,779 
32,139 

$12,796,545 

2,083,512 

$12,699,765 

2.051,372 


6,640,800 

6,661,279 

10,479 

$116,973 

$30,360,992 

$30,244,018 

Fourth Quarter 







Balloon tires 

Balloon tubes 

. 934,500 

. 1,013,200 

944,054 

1,028,787 

9,554 9.0124 

15,587 I-440S 

$ 86,104 
22,457 

$ 8,508,192 
1,482,276 

$ 8,422.087 

lt 4 S 9 *Sl 8 


4,698,600 

4,720,722 

22,122 

$ 61,462 

$20,308,489 

$20,247,027 


♦Red. 
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decrease of the actual number of units sold over the sales budget, when 
multiplied by the standard rate per unit, will give the amount of the 
increase or decrease in total cost. 

The dollar values for labor, material, and overhead variations 
“from” standard are shown in B-J of Chapter XXVII, and in Table 
55. This class of variation is of considerable importance, but before 

TABLE 55 

The Mileage Tire Company 
Analysis of Variations “from” Budget — Cost of Goods Sold 


Decrease 

First Quarter ' Actual Budget Increase* 

Labor $108,466 $66,566 $41,900* 

Materials...* 343.620 126,747 216,873* 

Overhead 85,030 34.280 50,75°* 

$537,116 $227,593 $309,523* 

Second Quarter 

Labor $ 66,657 $ 19,846 $ 46,811* 

Materials 182,884 130,006 52,878*, 

Overhead 67,104 33,046 34,058* 


$316,645 $182,898 $133,747* 


Third Quarter 

Labor $42,165 $32,456 $ 9,709* 

Materials 229,957* 137,903 367,860 

Overhead 59.736 39,622 20,114* 

$128,056* $209,981 $338,037 

Fourth Quarter 

Labor $ 32,031 $ 16, 349 $ 15,682* 

Materials 270,069 123,814 146,255* 

Overhead 97,075 45, 810 51.265* 


$399,175 $185,973 $213,202* 

♦Red. 

the subject is discussed further, something will be said about variations 
from the budget. 

Variations from the Budget- — The budget anticipates variations 
from standard cost in the cost of goods sold. An analysis of the 
ya^tfpns “from” the budget for the cost of goods sold is shown in 
Table 55. The variations are the results of many causes. The ultimate 
causes of these variations cannot be ascertained, but the information 
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furnishes some valuable data on the results of forecasting. This table 
is a summary of figures which show the variations by lines. The 
analysis can be carried only so far as the budget goes, 

A high degree of accuracy in forecasting is shown by the com- 
paratively small amount of variations between the budget and the 
performance. For most administrative and management purposes the 
budget made three months in advance for each quarter of 1926 was 
as good as knowing the actual results. 

Variations from Standard. — In cost accounting, variations be- 
tween the standard and the performance cost are to be expected. One 
of the most important sources of information furnished by standard 
costs is found by the analyses of causes for variation in costs. The 
causes for variations may be ascertained and the significant variations 
brought to the attention of the proper executives. A summary analysis 
of the variations may serve to put the executive on notice as to the 


TABLE 56 

The Mileage Tire Company 
Analysis of Variations Cost of Goods Soldf ig26 




First 

Second 

Third 

Fourth 

Variations in Labor 

Total 

Quarter 

Quarter 

Quarter 

Quarter 

Idleness 

$217,518 

$101,637 

$ 46,320 

$ 32,621 

$ 36,940 

Rates of pay 

3.052* 

7.816* 

6,043 

14,690* 

13.411 

Hours worked 

34.853 

14.645 

14,294 

24,234 

18,320* 


$249,319 

$108,466 

$ 66,657 

$ 42,165 

$ 32,031 

Variations in Materials 






Quantity consumed 

$627,613 

$144,980 

$121,643 

$182,345 

$178,645 

Price 

60,997* 

198,640 

61 ,241 

412,302 

91,424 


$566,616 

$343,620 

$182,884 

$229,957* 

$270,069 

Variations in Overhead 






Indirect labor 

$ 48,260 

$ 3.986 

$ 18,675 

$ 8 ,645 

$ 16,954 

Indirect materials 

31.597 

4.695 

14.321 

3,794 

8,787 

Indirect expense 

19,009 

1,684* 

17,984 

4.923* 

7,632 

Repairs, main ten ance 

33.739 

3.796* 

20,649 

7,921 

8,965 

Power, light, heat, water 

34.279 

3,166* 

• 15,916 

14,964 

6,565 

Insurance and taxes 

2,632 

1.437* 

1,694 

695 

1,680 


$169,516 

$ 1,402* 

$ 89,239 

$ 31.096 

$ 50,583 

Idleness 

255.209 

86,432 

93,645 

28,640 

46,492 


$424,725 

$ 85,030 

$182,884 

$ 59,736 

$ 97,075 


♦Red. 
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net extent to which variations of a positive and a negative character 
are taking place. Further analysis may show the specific places at 
which executive action is required. 

Table 56 shows a summary analysis of the variations in cost of 
the Mileage Tire Company for each quarter of the year 1926. The 
variations are classified as to labor, material, and overhead variations. 
Each of these classes of cost are subdivided further to secure more 
information as to causes for variations. 

TABLE 57 

The Mileage Tire Company 


Analysis of Variations ^'from" Standard Cost, ig26, Balloon Tires 




First 

Second 

Third 

Fourth 

Variations in Labor 

Total 

Quarter 

Quarter 

Quarter 

Quarter 

Idleness 

. . $ 98,781 

$ 65,945 

$ 16,321 

$ 7,894 

$ 8,621 

Rates of pay 

. . 6,622* 

3,978 

3,214* 

3,200* 

4,186* 

Hours worked 

26,877* 

31,798* 

1.396* 

4,622 

1,695 


$ 65,282 

1 38,125 

$ 11,711 

$ 9,316 

$ 6,130 

Variations in Material 
Quantity consumed. . . 

. . $ 8,163* 

$ 1,802* 

$ 12,645* 

$ 18,684* 

$ 24,968 

Prices 

. . 419,421 

112,806 

103,595 

116,465 

86,555 


1411,258 

$111,004 

$ 90,950 

$ 97,781 

$111,523 

Variations in Overhead 
Indirect labor 

. . $ 2,326 

$ 7.211 

$ 4,193* 

$ 3,798* 

$ 3,106 

Indirect materials 

4.592 

3,264 

2,986* 

2,793 

1,521 

Indirect expenses 

6.863 

1,795 

1,495* 

1,942 

4,621 

Repairs, maintenance. . 

6,725 

3,968 

1,877* 

3,105 

1,529 

Power, light, heat. 

and 





water 

1,897* 

1,036 

2,890* 

1,350 

1,293 

Insurance and taxes . . . 

1,798 

1,232 

1,088 

122 

644* 


$ 20,407 

$ 18,506 

$ 12,353* 

$ 5,414 

$ 8 , 840 

Idleness 

.. 97,197 

35.826 

19.694 

16,983 

24,694 


$117,604 

$ 54,332 

$ 7,341 

$ 22,397 

$ 33.534 


♦Red. 

Variation in Costs by Products. — The summary analysis of vari- 
ations from standard cost is secured from the information furnished 
by the data for the several products. Table 57 shows the summary 
for balloon tires, while Table 56 shows the summary for all the prod- 
ucts. This analysis shows the results obtained because of certain ‘varia- 
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tions. This summary analysis shows the particular major branch of 
the fabricating phase of the business in which variations took place 
and resulted in dollar variations of a Specified size. 

Tire Manufacture. — A brief explanation of the major operations 
performed in the fabrication of a tire may be helpful in understanding 
that which is to follow. A tire is made of rubber, lamp black, cotton 
cords, wire hoops, or beads, and other minor materials. The raw 
rubber is mixed with lamp black and other ingredients. This material 
is passed between rollers, called calenders, and thoroughly worked and 
rolled into sheets. Sheets of rubber are run through other rollers 
at the same time cotton cord is admitted. Thus the c^rd becomes 
imbedded in the rubber. An additional coating of rubber is added 
to the sheets by a calendering process. This material, when finished, 
becomes ''stock.” The "stock” to be used in making the tread has no 
cords in it. 

Steel wire is made into hoops. The hoops are coated with rubber. 
These are called beads. They are placed in the rims of tires to keep 
the rim from expanding. 

The tread is composed of a rubber mixture. It is shaped by the 
use of dies and is cut to the length required for specified sizes of tires. 

The assembling of the several parts of the tire is called "tire 
building.” The workman places the plystock on a form which is 
somewhat the shape of the tire. Several plies, which have been cut 
properly, are placed together in such a manner that the cords run in 
different directions. These plies are cemented together and pressed 
against the form and superfluous stock cut off. The beads are securely 
fastened to the plystock as the building operation progresses. The 
tread is put on top and pressed into position. The assembly is com- 
plete. 

The tire must then be cured. An air bag is put inside the tire, the 
tire is placed in a mold, and the mold is closed. The air bag is then 
inflated. A large number of these molds are put in a kiln and undergo 
a heat treatment. The heat vulcanizes the rubber and the assembled 
parts become a complete unit. The molds are taken from the kiln and 
stripped from the tires. The air bag is removed and the superfluous 
parts cut off. The completed tire is inspected. • If defects are found 
they are mended, if not in too bad condition. 

The finishing process is composed of whitewashing the inside of 
the tire, putting on any seals or marks not impressed in the tire by 
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the mold, inserting the flap or tube protector, and wrapping the tire 
with paper. , 

Departmental Analysis of Variations. — The manufacture of a 
complete tire necessitates many operations. The operations may be 
performed in departments or units of the business. There are distinct 
advantages in assembling the cost in accordance with physical opera- 
tions. This is usually the classification which the engineer uses and 
the one that is used here. 

The departmental analysis of variations should be divided into the 
three major groupings of cost; namely, labor, materials, and over- 
head. Table 58 shows the departmental analysis of variations in labor 

TABLE 58 

The Mileage Tire Company 


Departmental Analysis of Variations in Labor Costy First Quarter of IQ26, Balloon Tires 


Departments 

Total 

Idleness 

Rates of 
Pay 

Hours 

Worked 

I. Stock 

$28,390 

$ 3-520 

$13,980 

$10,890 

2. Bead 

18,300* 

2,580 

15,370* 

5,010^ 

3. Air Bags 

4.790* 

895 

2,484* 

3,201' 

4. Flaps 

2,860* 

1.298 

1.426* 

2,732' 

5, Tread 


2,840 

3,050 

6,410 

6. Ply 


4,200 

II ,690* 

14.330’ 

7. Assembly 

44.927 

24,895 

8,321 

11.711 

8. Curing 

37.860* 

8,380 

1,290 

47.530’ 

9. Finishing 

60,980 

12,845 

18,290 

29.845 

10. Inspection 

13.950* 

1,202 

6,843* 

8.309’ 

II. Tire Repair 

8,892 

3,290 

2 , 640* 

9.542’ 


$38,125 

$65,945 

$ 3.978 

$31,798’ 


♦Red. 

cost for the first quarter of 1926. The total amount of these varia- 
tions is accounted for as follows: (a) excess idleness; (b) change 
in rates of pay; (c) variations in cost due to hours worked. The 
departmental distribution of the variations in material costs is shown 
in Table 59. This is shown for the first quarter of 1926. The prin- 
cipal variations are due (i) to variations in quantity consumed and 
(2) to the variations in prices paid. 

The .departmental analysis of variations in overhead costs in 
balloon tires sold during the first quarter of 1926 vs shown in Table 60. 
It should be observed that there is no variation in depreciation in 
this analysis. This results from charging depreciation on a unit basis 
and making no adjustment for ‘‘actual” depreciation. The costs 
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TABLE 59 

The Mileage Tire Company 

Departmental Analysis of Variations in Material Cost, First Quarter of 1^26, 

Balloofi Tires, 


Departments 

Total 

Quantity 

Consumed 

Prices 

I. Stock 

. . $104,980 

$24,695 

$ 80,285 

2. Bead 

10,210* 

24,190* 

13,980 

3. Airbags 

6,380* 

8,532* 

2,152 

4. Flaps 

3,220* 

1,024* 

2,196" 

5. Tread 

6,440 

890 

5.550 

6. Ply 

—o— 

-o- 

-0- 

7. Assembly 

5t220 

1,208 

4,012 

8. Curing 

. . -0- 

-o- 

—0— 

9. Finishing 

3.890 

823 

3.067 

10. Inspection 

”0“ 

-0- 


II. Tire repair 

10,284 

4»328 

5,956 


$111,004 

$ 1,802* 

$112,806 


*Red. 

TABLE 60 

The Mileage Tire Company 

Departmental Analysis of Variations in Overhead Costs, First Quarter of 1^26, Balloon 
Tires, and Expense Analysis of the Finishing Department, 


Departments Total 

1. Stock $10,460 

2. Bead 3.240* 

3. Airbags 1,2^0* 

4. Flaps 1,010* 

5. Tread 4,280 

6. Ply 8,960* 

7. Assembly 62,600 

8. Curing... 8,120* 

9. Finishing 12,982 

10. Inspection 4,9^0* 

11. Tire repair. 8,400* 


Finishing 

Department 


Expense Classes Total 

Indirect labor $ 945 

Indirect materials 104 * 

Indirect overhead ‘ 3,6^2 

Repairs, main ten ance 1,371* 

Power, light, heat, water 6,812* 

Insurance and taxes ..... 285 

Idleness 16,427 


$12 ,982 


$54,332 


’•'Red. 

due to idleness are shown in total in the idleness columns of Tables 
58 and 60. The causes for idleness should be shown on a Gantt 
Chart and responsibility assigned for significant items. 

Analysis of Department Operations. — The analysis of the opera- 
tions so as to show the variations which occur is just one step removed 
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TABLE 6i 

The Mileage Tire Company 

Analysis of Variations in Cost, First Quarter of IQ26, Balloon Tires, Finishing 

Department. 


Processes and Operations 

Total 

Variations in Labor 
Rates 

Idleness of Pay 

Hours 

Trim beads 

•• $27,999 

$ 8,625 

$ 6,390 

$12,984 

Trim and tiim tires 

•• 15.469 

3.821 

3.680 

7,968 

Whitewash 

•• 1,544 

642 

580* 

1,482 

Paint seals 

I ,416 • 

8/2* 

640 

1,648 

Flap tires 

7.098* 

1,296 

1,498* 

6,896* 

Wrap tires . . 

.. 24,944 

3.986* 

13.483 

15,447 

Sorting 

•• 4.174* 

1.560 

1,840* 

3,894* 

Transporting. 

880 

1.759 

1,985* 

1,106 


$160,908 

$12,845 

$18,290 

$29,845 



Variations in Materials 
Quantity 
Total Consumed 

Prices 

Trim beads 

Trim and turn tires 

Wliitewash 


-0- 

. $ 2,188* 

* 

0 

o^ 

00 

$ 1,298* 

Paint seals 


• 2,552* 

920* 

1,632* 

Flap tires 


. 22,274 

9,894 

12,380 

Wrap tires 


. 13.644* 

7,261* 

6,383* 

Sorting 

Transporting 


-0- 

. “O— 




$3,890 $ 823 $ 3,067 


*Red. 


from the actual variations. Table 61 shows the variations in labor 
and in materials for the finishing department for the first quarter of 
1926. If the labor variations are analyzed according to workmen, 
the engineer can use this information to locate the probable individual 
weaknesses of workmen, the management, or other defects. 

Table 62 shows the analysis of variations in overhead cost for the 
finishing department, balloon tires for the first quarter of 1926. The 
analysis of variations in labor, materials, and overhead, according to 
operations, gets the data in such a form that they have significance at 
the source. That is, the detailed data from which summaries are made 
are marshaled in such a manner that comparison between the standard 
and the performance may be made as the work is done, or soon there- 
after. This makes the data valuable at the outset for management 
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TABLE 62 


Use IMileage Tire Company 

Analysis of Variations in Overhead Cost^ First Quarter of igsd, BaUoon Tires, Finishing 

Department 







Repairs 

Power, 

Insur- 

Idle~ 

Operations 

Taoi 


Indirect 


and 

Light, and 

ance 

ness 



Labor 

Mai. 

Over- 

Mairde^ 

Heat, 

and 






head 

nance 

Water 

Taxes 


Trim beads.... .... 

$ 3.86s 

$ 696* $1,500 

$1,201 

$ 894* 

$1,086* 

$895 

$ 3.84s 

Tnm and turn tires. . 

6,398* 

3,620* 

- 0 - 

894* 

634 

390* 

488* 

1,640* 

White wash 

I, 122* 

698 

1 . 493 * 

398 

896* 

2,714 

320* 

3,205 

Paint Seals 

1,463* 

3,14s* 

1,032 

698 

720 

695* 

496 

559 * 

Flap tires 

1,826* 

2,306* 

-0- 

694 

128 

1,496* 

142* 

1,296 

Wrap tires 

13,980 

6,895 

I , 292* 

2,190 

1,496* 

2,206 

183 

6,294 

Sorting 

2,652 

1.295 

“■0~" 

1,296* 

621 

109* 

186* 

2,327 

Transporting 

3.294 

2.824 

149 

621 

188* 

62s* 

143* 

1.659 


$12,982 

$ 945 

$ 104* 

$3,612 

$ 1 , 371 * 

$6,812* 

$285 

$16,427 


*Red. 


purposes. As the summaries are accumulated, the data become valuable 
again for other phases of management. Thus the data are built from 
the bottom. Variations from standard are detected shortly and 
causes for variations assigned to them. Summarization of the varia- 
tions helps to set in relief the most significant general truths. If these 
summaries are drawn up properly, the controller wdll have little diffi- 
culty in interesting the manager of production, and those under his 
direction, in the findings because they can make use of it in current 
operations. 



CHAPTER XXX 


ANALYSIS OF VARIATIONS IN OTHER MANAGEMENT 

COSTS 

Variations in Expense. — ^The variations in the standard cost of 
the marketing expenses are shown in Table 63. The budget figures 
were secured by the multiplication of the estimated unit expenses by 

TABLE 63 

The Mileage Tire Company 
Analysis of Variations in Marketing Expenses 


Increase 


First Quarter 

Budget 

Actual 

Decrease * 

Prices 

Expenses, sales manager 

■■ $3,013,533 

$2,990,057 

$23,476* 

.7281 

Expenses, publicity 

1,115,020 

1.106,333 

8,687* 

.2694 

Expenses, marketing ** 

867,927 

861 , 166 

6,761* 

.2097 


$4,996,480 

$4,957,556 

$38,924* 

32,243 Units 

Second Quarter 





Expenses, sales manager 

. .. $4,063,963 

$4,053,507 

$10,456* 

.7281 

Expenses, publicity 

1,503,683 

1.499,815 

3,868* 

.2694 

Expenses, marketing “ 

1,170,461 

1,167,450 

3,011* 

.2097 


$6,738,107 

$6,720,722 

$17,335* 

14,360 Units 

Third Qttarter 





Expenses, sales manager 

. .. $4,835,166 

$4,850,077 

$14,911 

.7281 

Expenses, publicity “ 

... 1,789,032 

1.794.549 

5,517 

.2694 

Expenses, marketing “ 

. .. 1,392.576 

1,396.870 

4,294 

.2097 


$8,016,774 

$8,041,496 

$24,722 

10,479* Units 

Fourth Quarter 





Expenses, sales manager. . . . 

... $3,421,051 

$3,437,158 

$16,107 

.7281 

Expenses, publicity 

1,265,802 

1,271,762 

5.960 

.2694 

Expenses, marketing “ 

985.297 

989.935 

4.638 

,2097 


$5,672,150 

$5,698,855 

$26,705 

22,122* Units 

Total for year 

... $25,423,511 

$25,418,680 

$ 4.831'* 



*Red, 
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the number of items to be sold. The ^'actual’' expenses are secured by 
the multiplication of the estimated unit expenses by the actual number 
of units sold. The only variations between these two sets of data, 
arise from a difference between the estimated units to be sold and 
the units actually sold. 

The variations in the standard cost of expenses for the chief execu- 
tive, the controller, and the manager of personnel are shown in Table 
64. The amount shown in the ‘^budget'" and in the ‘‘actual’' columns 
is the result of the multiplication of units by prices, as shown for 
marketing expenses. 

■ Variations from Budget Expenses — The variations from the 
budget cost of the marketing expenses are showm in Table 65. The 

TABLE 64 

The Mileage Tire Company 
Analysis of Variation in Other Management Expenses 


Increase Price in 

First Quarter Budget Actual Decrease* Cents 

Expenses, chief executive $ 345,184 $ 342,495 $2,689 .0834 

Expenses, controller i , 250 , 362 i , 240 ,621 9 , 741 . 302 1 

Expenses, personnel 1,346,384 1 , 335^^96 10,488 -3253 


$2,941,930 $2,919,012 $22,918 32,243’^ Vmts 


Second Quarter 

Expenses, chief executive $ 465»505 $ 464,308 $ i,i 97 *0^34 

Expenses, controller i , 686 , 201 1,681, 863 4 > 33 ^ • 3^2 1 

Expenses, personnel 1,815,694 1,811,023 4»^72 -3253 


$3,967,401 $3,957,194 $10,207 14,3^* Units 


Third Quarter 

Expenses, chief executive $ 553,^43 $ 555 , 55 ^ $ i,7oS* .0834 

Expenses, controller 2,006,186 2,012,372 6,186* .3021 

Expenses, personnel 2 , 160 , 251 2 , 166 ,914 6 , 663* . 3253 


$4,720,280 $4,734,837 $14,557 10,479 Units 


Fourth Quarter 

Expenses, chief executive $ 391,863 $ 393, 7 o 8 $ 1,845* -0834 

. Expenses, controller i , 4 ^ 9 , 447 i , 426 ,130 6 , 683 * . 302 1 

Expenses, personnel 1,528,455 i, 535 , 651 7 A 96 * -3253 


$3,339,765 $ 3 , 355 , 4 ^ $15,724’" 22,122 Units 
$14,969,376 $14,966,532 $ 2,844 


♦Red. 



434 


ACCOUNTING FOR EXECUTIVE CONTROL 

TABLE 65 

The Mileage Tire Company 

* 

Analysis of Variations from Budget — Marketing Expenses 



Variations from 

Variations from 

Increase 


Standard 

Standard 

Decrease"^ 


in Budget 

in Actual 


First Quarter 

Expenses, sales manager 

$376,467 

$402,454 

$ 25,987 

Expenses, publicity manager 

— 154.980 

174,042 

19,062 

Expenses, manager of marketing 

142,073 

209,519 

67.446 


$673,520 

$786,015 

$112,495 

Second Quarter 

Expenses, sale^ manager 

.... $403,963* 

$456,667* 

$ 52,704 

Expenses, publicity manager 

— 56.317 

66 , 086 

9.769* 

Expenses, manager of marketing 

170,461* 

138,844* 

33.617* 


$518,107* 

$527,425* 

$ 9.318 

Third Quarter 

Expenses, sales manager 

— $315,166* 

$344,181* 

$ 29,015 

Expenses, publicity manager 

189,032* 

193.494* 

4.462 

Expenses, manager of marketing. . . . 

92,576* 

106,265* 

13,689 


$596,774* 

$643,940* 

$ 47,166 

Fourth Quarter 

Expenses, sales manager 


$258,275 

$ 9.326* 

Expenses, publicity manager 


17.773* 

1,971 

Expenses, manager of marketing. . . 

134.703 

137.496 

2.793* 


$367,850 

$377,998 

$ 10,148* 


*Red. 


amounts shown in the ‘'budget’’ column represent expenses that are 
expected to be incurred above or below the standard expense or 
cost. The standard expense of marketing is shown in Table 63. The 
standard expenses per unit have been set for a year. In planning 
for the balance sheet figures the estimated profit and loss items must 
be inserted, and this necessitates an adjustment in the standard cost 
or expense items. During the first and last quarters the expenses were 
higher than standard, but during the second and the third quarter, 
when sales were higher than they were in the first and the last quarter, 
the expenses were less than standard. 
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The amounts of variations in performance from the standard 
expenses are shown in the column far ‘^actual" variations. The in- 
creases and decreases represent errors an estimating the several expenses 
for each executive. 

TABLE 66 

The Mileage Tire Compakv 


Analysis of Variations from Budget — Other Maftagement Expenses 


First Quarter 

Expense, chief executive 

Expense, controller 

Expense, personnel 

I driations from 
Standard 
in Budget 

243,616 

Variations from 
Standard 
in Actual 
$ 77,706 
252,065 
262,401 

Decrease^ 

Increase 

$ 12,890 
42,427 
iB ,785 


§518,070 

$592,172 

$ 74,103 

Second Quarter 

Expense, chief executive 

Expense, controller 

Expense, personnel 

$ 25,505* 

$ 23,386* 

154,873* 

113,131* 

$ 2,119* 
11,328* 
12,564* 


$317,401* 

$291,390* 

$ 26,011* 

Third Quarter 

Expense, chief executive 

Expense, controller 

Expense, personnel 

$ 73.843* 

316,186* 

170,251* 

$ 70,260* 

318.497* 

168,548* 

$ 3,583* 
2,311 
1,703* 


$560,280* 

$557,305* 

$ 2,975* 

Fourth Quarter 

Expense, chief executive 

Expense, controller 

Expense, personnel 

$ 53.137 

150,553 

Iiii 545 

$ 51,520 
140.949 
112,658 

$ 1,617* 
9,604* 


1315.235 

$305,127 

$ 10,108* 


*Red. 

The variations from the budget of other management expenses 
are shown in Table 66. The variations in this table are of a similar 
nature to those shown in the preceding table. 

Analysis of Variations from Budget, — The several summaries 
of variations from the budget for the executives should be analyzed to 
show the districts in which variations occur. Such an analysis is shown 
for the expenses of the sales manager in Table 67. Such a summary 
shows the sales manager how much^he exceeded or fell short of his 
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TABLE 67 

The Mileage Tire Company 


Analysis of Variations from Budget— Expenses, Sales Manager, First Quarter, ipsd. 




Variations from 

Variations from 

Increase 


Group of 

Standard 

Standard 

Decrease* 


States 

in Budget 

in Actual 


I. 


$105,640 

$114,790 

$ 9,150 

II 


80,350 

89,873 

9.523 

Ill 


56,900 

60,986 

4,086 

IV 


30,500 

32,892 

2,392 

V 


32,700 

30,980 

1,720* 

VI 



29,386 

786 

VII.... 

9 

15,750 

16,845 

1.095 

VIII.. . 


15 » 000 

14,722 

278* 

IX 

♦ ' 

7.907 

8,021 

I14 

X 



3.959 

839 



$376,467 

$402,454 

$25,987 


♦Red. 

budget and the territories in which the variations occurred. The 
variations from the budget, as compiled by the company, cannot be 
analyzed further because the variations from the standard are a ‘‘dollar 
guess/’ The data, however, are of a highly valuable character because 
one of the aims of budgeting is to cause the dollar forecast to be 
attained in practice. 

The dollar forecast in expenses may be made in as much detail 
as desired. An analysis of the variations between the budget and 
performance may then be carried to the several expense accounts. Such 
a procedure helps to control individual expense items and is a part of 
the company’s budget procedure, though not shown herein. 

Variations from Standard Expenses, Sales Manager. — One of 
the most important analyses of variations is that showing the causes 
of variations. This problem may be approached by analyzing first 
the secondary causes for variations — ^namely, units and prices. To 
know that expenses have varied from standard is not enough. If the 
causes are analyzed into price causes and unit causes for variation, 
something more definite is known about the variations. 

Standards for each class of expense should be established for each 
major executive. These expenses or standards should be analyzed 
in as much detail as necessary to help place responsibility. If the 
standards be set on a yearly basis, the variations in the interim figures 
will have to be adjusted for the seasonal variation before it can be 
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known whether or not the variations are no more than should be 
expected. If the standards be set on a monthly basis and all the neces- 
sary computations made on that basis, then the summaries and the 
statements which show standard costs will vary, not only because of 
variations in quantities, but also because of price changes. Variations 
in standards due to seasonal variations appear to be more objectionable 
than having to adjust the variations from standard for seasonal varia- 
tions. The chief reason is that varying the standard for the seasonal 

TABLE 68 

The Mileage Tire Company 


Analysis of Variations from Standard — Expenses 
Sales Manager f First Quarter^ ig26 — Group I States 




Before Adjustment 





for Seasonal 

After ^ 



Variations 

Adjustment 

Expense Classification 

Actual 

Price 

Quantity 

Price 

Quantity 

Traveling expenses, salesmen 

■ $ 9.852 

$ 1,866 

$ 7,986 

$ 1.817 

$ 7.77S 

Traveling expenses, managers 

4.386 

602 

3.784 

586 

3,686 

Other traveling expenses 

1.638 


1,638 


I >595 

Salaries and bonuses, salesmen . . . 

• 59.938 

6.895 

53,043 

6,716 

51 1664 

Salaries and bonuses, managers . . 

7.385 


7.385 


7,193 

Commissions 

4.965 


4.965 


4.835 

Other compensation 

695 


695 


677 

Telephone and telegraph 

887 


887 


864 

Stationery and postage 

1.324 

186 

1.138 

181 

1, 108 

Insurance and taxes 

364 


364 


355 

Samples, sales 

1,980 

240 

1.740 

234 

I >695 

Warehouse and shipping 

14,860 

2,805 

12,055 

2,732 

11,742 

Other office expenses 

6,516 

1,012 

5.504 

986 

5>36 o 


$114,790 

$13,606 

$101,184 


$98,552 


^ Seasonal variation for first quarter is a.6 per cent. 


factor is opposed to the concept of standard cost. If cost be stated at 
standard, then the data may be compared with any period during the 
year by taking account of the seasonal factor. 

The analysis of variations from the standard expenses of the sales 
manager for the first quarter of 1926, for Group I states, is shown 
in Table 68. The variations are shown before adjustments for sea- 
sonal variations and after such adjustments. This summary is for all 
five states in the group. A separate analysis is made for each state and 
for the subdivisions thereof. Where the variations are significant, the 
data are analyzed according to individual salesmen, or other items. 



438 ACCOUNTING FOR EXECUTIVE CONTROL 

Such an analysis reaches the primary points for determining causes for 

variations. , , ^ t ^ ■ 

The seasonal variation in total shipments for Group I states is 20.3 

per cent for the first quarter. The estimated expense necessary to do 
this percentage of the annual business is 22.9 per cent. This means 
that the sales management expenses are subject to a normal increase 
of 2.6 per cent due to the seasonal factor. The computations neces- 
sary to determine this factor cannot be included here. The general 
process was illustrated in Chapter XXIV. 



CHAPTER XXXI 


THE BUDGET 

Review of Balance Sheet Variations. — A review of the accuracy 
attained in the performance of plans set may furnish considerable evi- 
dence as to the business ability of the administrators and executives of 
a business enterprise. Only so far, however, as this information may 
throw light upon future operations is it of any considerable aid to 
^'management” The financial status of an enterprise will be different 
at some future date from what it is at the present time. Just how 
different it will be should depend upon the plans as set forth in the 
budget. 

The diligent and consistent carrying out of budgets with a high 
degree of accuracy may be considered as perfection in execution. The 
budget as set forth by the administrators, however, may not require 
more than ordinary performance. The directors of the Mileage Tire 
Company, however, believe that they have set standards for the busi- 
ness which will result in their securing a rate of return consistent with 
present and with prospective conditions in the industry. The diligence 
and the consistency with which these plans have been carried out for 
the past may be of assistance in making plans for a future period. 

A statement which sets forth the variations in the several balance 
sheet items may be of assistance in proving and in showing these 
variations. Such a balance sheet for each quarter of 1926 may be 
prepared from the balance sheets in Chapters XXV and XXVI. From 
such a statement of variations and from the budgets some comparisons 
may be made to show the degree of performance. Such computations 
are shown on page 440, 

The most useful ‘'management” information to be secured from 
accounting records of transpired events is a showing of plans and of 
performance and an appraisal of the probable causes for variations. 
Administrators and others must not lose sight of this and look upon 
the bafance sheet of a past date as an instrument for the future 
guidance of the business. The balance sheet of the future will reflect 

h9 
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future conditions. If the balance sheet is to be projected into the 
future, these conditions must be foretold with reasonable accuracy. 
The enterprise should select balance sheet ratios which they consider 
desirable and see that the projected balance sheet meets with these 
standards. 


ig 26 

First Second Third Fourth 


XlQfiis Quarter Quarter Quarter Quarter 

Cash and securities 127,368.9 #27.482.1 $41,248.8 $40,915.7 

Variances from budget 536.3* 410.6 5-3 364.7 

Per cent variation 01959* -01494 .0001284 .008914* 

Merchandise, goods in process, 

etc.,budget #34,922.6 #34,958.9 $25,582.2 $22,664.4 

Variances from budget 577. 507-3 t57 9 462 5 

Per cent variation 01652 .01451* .00617 .020406 

Total current assets $62,291.6 $62,441-0 $66,831.0 $63,580*2 

Variances from budget 40 8 96.7* 163.3 97-8 

Per cent variation 000655 .001548* .002443 .001538 

LiabiUties, budget #18,3912 $17,432.2 $17,102.2 $13.6866 

Variances from budget 54 8* 46.2* 29.0 206.3 

Per cent variation 002979* .00265* .001695 01507 

Ca.sh,budget $ 8.400.0 $ 6,930.0 $12,480.0 $16,500.0^ 

Variances from budget 28.9 38.3 207.9 

Per cent variation 003440 .005526 .016658 .0008181 

Accounts receivable $10,082.0 $11,665.2 $18,831.9 $15,228 8^ 

Variances from budget 561.1* ■ 361.1 235.5 349 8 

Per cent variation 05565* .03095 .012505* .022969 

Appropriated surplus $15,895-2 $15,100.0 $14,800.0 $14, 900.0 

Variations from budget 90.0 14.2 14.2 5- 

Per cent variation 005662 .0009404 -0009594 .005758 

General reserves $ 8,700.0 $ 8,000 o $ 8,300 o $ 9,500.0 

Variations from budget 10.6 65 2 96-9 21.2 

Per cent variation 001218 .00815 .01167 .002231 

Freesurplus $ 5, 100.0 $ 7,000.0 $10,100.0 $ 8,900 0 

Variations from budget 2.9* 6.6* 39*9 


Unit: Thousands of dollars. 

* This means that performance fell short of the budget. 


The degree of success obtained by the executive in meeting the 
budget requirements set for important phases of the profit and loss 
operating statement is shown in Table 69. 

General Economic Conditions. — ^The external conditions should 
be given serious consideration before the data assembled to build the 
budget are given final form. This precaution is of more significance 
in some businesses than in others. It has been shown that the trend 
of unit sales of tires and tubes follows closely that of automobile 
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TABLE 69 

Mileage Tire Company Performance in Meeting the Budgets 
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Items 


1 Q 33 


jg 24 


IS> 2 S 


1026 

Sales in Units; 

3 months in advance. . . 

.. + 

1 - 95 % 


1-46% 

4 - 

.24% 

— 

■78% 

I year in advance 

.. + 

2.13 


1,98 

— 

.27 


.0190 

5 years in advance 

.. + 

3-44 

4 - 

2.97 

4 - 

2.35 

4 - 

1. 14 

Sales in Dollars: 

3 months in advance. . . 

.. 4 - 

1.78 

— 

1.25 

4 - 

.27 


.4868 

I year in advance 

.. + 

2,04 

-- 

1-34 

— 

.24 

4 “ 

.1871 

5 years in advance 

.. + 

3-76 

4 - 

2.78 

4 " 

2-45 

4 - 

1-74 

Procurement Budget, $: 

3 months in advance . . . 

. . 4 - 

I .70 


1. 1 

4 - 

.32 


.2371 

I year in advance 

.. + 

2.47 

... 

1.2 

— 

.21 

4 - 

.3078 

5 years in advance 

• - 4 - 

$.16 

+ 

2.9 

4 - 

2.41 ’ 

4 - 

I I 

Other Budgets, $: 

3 months in advance . . . 

.. + 

2.32 

4 - 

2.12 

4. 

I -62 

+ 

1.3658 

I year in advance 

... + 

1 .10 


1 .02 

4 - 

I .01 

4 - 

.3761 

5 years in advance 

..- 4 - 

2.4 

4 - 

2.3 

4 - 

1. 71 

4 " 

1. 21 

Profits* 

3 months in advance. . . 

... - 

$98-3 

+$48.2 

- 

$480.6 

- 

$598-4 

I year in advance 

... 4 - 

75 8 

+ 

98.6 

- 

320.1 

+ 

3 I-I 

5 years in advance 

... 4 - 

3.6% 


3.2% 

4 - 

3 .oro 

4 - 

2.6<rc 


* The first two items in profits are given in thousands of dollars. The other items are percentage devia- 
tion from the budget. 


registration, and that automobile registration moves in a * 'straight 
line.’’ On the procurement side of the business, however, conditions 
are different. The price of the raw materials may change rapidly and 
result in significant variations. The Mileage Tire Company has taken 
definite steps to control the principal ill effects of these changes. Ade- 
quate arrangements have been made to insure a continuous supply of 
the proper quality and quantity of raw materials. The price of 
materials which enter into process is standardized for definite periods. 
Variations from this price are controlled by hedging operations. 

Foretelling the Profit. — ^What will the profit be? This is a ques- 
tion for cool and deliberate thinking and planning. Facts and cir- 
cumstances must be available in proper quantities before this question 
can be approached in a satisfactory manner. The large majority of 
business men today do not face the problem in this manner. To some 
business men, profits are a residuum — what is left "after” everything 
else is provided for. When competition becomes more effective (and 
it appears to be effective in some industries) those who do not put 
profits in the foreground may find that other claims leave no residuary. 
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The facts needed for foretelling profits are prospective income, 
costs and expenses, and the profits desired. The importance of using 
profits as the prime factor can scarcely be overemphasized. With 
this important question settled, ways and means may be devised to 
determine a harmonious relationship between the other factors so that 
the prime object may be secured. 

After reviewing the present conditions and the probable conditions 
in the tire and tube industry for the next year, the administrators of the 
Mileage Tire Company believe that their former profits policy should 
not be changed. An interpretation of this policy for the year 1927 
would indicate a profit of approximately $9,000,000. The profit to be 
earned in the^ first quarter is about $1,300,000, and the operations 
necessary to secure this profit are set forth below. 

The Sales Estimate. — In Chapter XXV the sales of the enter- 
prise were reviewed and a forecast of the sales for the first quarter of 
1927, in units, was made. The next problem is the study of prices. 
Such a study was made for each class of tires and of tubes. Such a 
study involves a consideration of the profits policy of the concern, the 
cost to make and to sell the product, and the probable influences upon 
these factors of ''competition.^' From these studies it appears that 
the general average price of each commodity will change but little 
from that of the prior period. The results of these studies are embodied 
in the budget and set forth in BB-i. 

An estimate must be made to show the probable sales returns, and 
other deductions from sales. These data are shown in B-2 and B-3. 
Past experience with these items has proved of value in estimating 
future performance. 

Standard Cost of Sales. — From cost studies and forecasts the 
standard cost of sales may be set. The standard cost of goods to be 
sold is shown in BB-4. The standard per unit cost of labor and direct 
materials is set at the same rates as those of the prior quarters. The 
overhead cost standard was increased slightly over last quarter, due 
to increased cost of improving the quality of a portion of the product, 
and to other minor causes. 

The standard cost for marketing and for other management costs 
was not changed from last year. There was a slight revision of the 
component items but no change in the total. The standard cost for 
these items is shown in BB-S and BB-d. 
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Variations from Standard. — The several standards set for per- 
formance will not be achieved. It becomes necessary for adequate 
planning, therefore, to estimate the extent to which variations will 
occur. If the standards be set high, as compared to probable per- 
formance, the variations will become correspondingly large. It is 
important to know the probable causes for any variations which may 
occur. If these causes are known beforehand, executive action may 


The Mileage Tire Company 


Estimated Profit and Loss Statement 


Exhibit BB 


Date of Estimate; December 28, 1926 


Items 

Gross sales 

Less: sales returns 


Schedules 

BB-i 

BB-2 


First Quarter 

1927 

$33^790,767 

46,088 


Net billings 

Deductions from sales 


$33,744,679 
BB-3 2,150,000 


N et sales 1 » 594 ,679 

Cost of sales BB-4 20,449,^63 

Gross profit $x ^ , I45 , 4 ^ 6 


Marketing costs . . 
Management costs 


BB -5 $ 5,381,939 

BB-6 3,168,888 


Total 


$ 8,550,827 


Standard operating profit 


$ 2,594,589 


Variations from standard in: 

Cost of goods sold 

Marketing expenses 

Management expenses, other 


BB-7 $ 323,200* 
BB-8 642,000* 
BB-9 490,000* 


Total 


$ i,455»200* 


Net operating profit. . , 

Other income 

Other expenses 

Net increase 

Net income for period 


To AA»9 


$ i,I 39»389 


$ i, 547.<^ 
I ,361 ,000 


$ 186,000 


$ 1,325.389 




*Red. 
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The Mileage Tire Company 



Estimated Gross Sales 


BB-i 

Items^ First Quarter, ig2Y 

Units 

Prices 

Amount 

Balloon tires 

1,083-3 

$14.6972 

$15,921,476 

Balloon tubes 

1,150.9 

2.5187 

2,898,771 

ToBB 

4.458.5 


$ 33 , 790 , 7^7 


Estimated Sales Returns 


BB-2 

Items, First Quarter, ig2'/ 

Units 

Prices 

Amou7it 

Balloon tires 

1,600 

$14.20 

$22 , 720 

Balloon tubes 


2.40 

4,800 

To BB 



$46 , 088 


Estimated Deductions from Sales 


BB-3 


Cord 

Balloon 

Items, First Quarter, ig27 

Total Tires 

Tubes Tires Tubes 

Allowances 

$65 

$16 $ 

170 $ 20 

Adjustments 

65 

24 

75 26 

Excise taxes 


50 

260 70 

Volume rebates 

150 

45 

180 38 

Transportation 


65 

325 76 

ToBB 

$2,150 $710 

$200 $i 

,010 $230 


be taken to minimize them. This does not mean, however, that such 
variations may be eliminated during the period. It may take years 
to bring performance up to a ‘‘reasonable'' standard. 

The directors of the Mileage Tire Company do not believe that 
the standards which they recognize in their budget procedure should 
be impossible of attainment. These standards are set to create a desire 
for performance. They are revised quarterly, if necessary, to provide 
variation factors which will increase the operating efficiency of the 
concern. This may be done without in any way affecting relationships 
with employees. It does not result, for example, in paying the 
employees less money or call for more production than the terms for 
which the contract provides. 

The profit and loss classifications BB-y, BB-8, and BB-9 provide 
for the chief general groupings of management where variations are 
recognized in the budget. These prospective variations must be 
analyzed to determine the nature of the variations which are expected 
to occur. Other .details are necessary to complete the profit and loss 
budget. These are summarized in Exhibit Bl^. 
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The IMileage Tire Company 




Estimated Cost ^ Goods ^Sold 


BB-4 


Cord 

Balloon 


Tire' 

Tubes 

Tires 

Tubes 

Units 


1 ,297.1 

1,083.3 

1,150.9 

Composite standard cost, per 




unit: 





Direct labor 


$0.1250 

$1.1321 

$0.1586 

Direct materials . . 


0.8900 

6.7S23 

0.9986 

Overhead 

I. 90914 

0.2035 

1.1285 

0.3054 


$7,96944 

$i .2185 

$9.0429 

$1.4626 

Composite standard cost, amount: 




Direct labor 

$ 971,705 

$ 162,138 

$i ,226^404 

$ 182,533 

Direct materials . . 

4,647,405 

1,154,419 

7,347,266 

1,149,289 

Overhead 

1,770,155 

263,960 

1,222,504 

351 ,485 

ToBB 

..$20,449,263 17,389,265 

$1,580,517 

$9,796,174 

$1,683,307 


The Mileage Tire Company 

Estimated Marketing Costs BB-5 

Organization Units Units Prices Amount 

Cost, sales manager $0. 728 1 $3 , 245 , 943 

Cost, publicity manager o . 2694 1,201, 012 

Cost, manager of marketing o . 2097 934 , 884 

ToBB 4.458.2 $1,2072 $5,381,939 


The Mileage Tire Company 
Estimated Management Costs BB-6 

Organization Units Units Prices Amount 

Costs, chief executive $0.0834 $ 371,814 

Costs, manager of standards and records 0.3021 i ,346,822 

Costs, manager of personnel * o , 3253 i , 450 , 252 


ToBB 


4,458.2 $0.7108 $3,168,888 


The Mileage Tire Company 

Variances in Estimated Cost of Goods Sold BB -’7 


Items, First Quarter, IQ27 Total Labor Materials Overhead 

Budget $20,772,463 $2,630,980 $14,468,379 $3,673,104 

Standardcost 20,449,263 2,542,780 14.298,379 3.608,104 


Variances to BB $ 323.2<?P $ 88,200 $ 170,000 $ 65,000 
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The Mileage Tire Company 

Variances in Marketing Expense Budget BB-8 

Expense Budget^ First Quarter, IQ27 Amount 

Sales manager $350 , 000 

Publicity manager 152, 000 

Manager of marketing 140 , 000 

ToBB $642,000 


The Mileage Tire Company 

Variances in Other Management Expenses BB-9 

Expense Budget, First Quarter, ig27 Amount 

Chief executive $ 60,000 

Manager of standards and records 210, 000 

Manager of personnel 220 , 000 


$490 , 000 


The Production Schedule. — An index of seasonal variation in 
production is shown in Chapter XXIV. Given a yearly amount of 

TABLE 70 

Computation of Normal Depreciation, 1927 


Asset Values 





Machinery 

Moles, 





and 

Cores, 





Equipment 

and 


Organization 

Total 

Buildings 


Poles 

Misc. 

Chief executive 

$ 125 

$ 100 

$ 25 



Controller 

644 

400 

230 


$ 14 

Manager of procurement. . . 

45 » 800 

12,500 

30,800 

$2,400 

100 

Manager of marketing 

' 3,240 

2,180 

1 ,000 


60 

Manager of personnel 

1,930 

1,620 

240 


70 


fci .739 

$16,800 

$32,295 

$2 , 400 

$244 

Unit: Thousands of Dollars 







Normal Depreciation 

* 



Chief executive 

$ 7.250 

$ 3.500 

$ 3.750 



Controller 1 

49,900 

14,000 

34,500 


$ 1,400 

Manager of procurement. . . 

4,628,500 

437.500 

3,696,000 

$480,000 

15,000 

Manager of marketing 

279,500 

73,500 

200,000 


6,000 

Manager of personnel .... 

86,300 

56,700 

24,000 


5,600 


$5,051,450 

$585,200 

$3,958,250 

$480,000 

$28,000 


* Eor Rates Used, see page 378. 
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sales in units, this index of seasonal variation in production may be 
used to determine the manufacturing^schedule, as illustrated below. 

Cord Balloon 

Hems Tires Tubes Tires Tubes 

Anticipated yearly sales 4,692.1 6,333.4 5,734 7 6,365 5 

Seasonal variation in production 25,31 25.31 20.85 20.59 

Production, first quarter, 1927 1,215,200 1,602,983 1,195,684 1,310,656 


The way in which this information fits into the operating plans is 
shown in AA-2. 

Planning Depreciation Standards. — As indicated pr^dously, the 
Mileage Tire Company plans to ''earn'" its depreciation during the 
course of the year. This can be done only when the total amount 
appears in the profit and loss statement. Recognition is taken also of 
the idleness costs. The computations necessary to determine the 
normal depreciation and the depreciation on used and on idle facilities 
are shown in Tables 70 and 71. 

TABLE 71 

The Mileage Tire Company 

Distribution of Normal Depreciation and Arudysis of Used and of Idle Capacity 

Normal Net Normal 

Capacity Sales Per Depreciation 


Items Units Units cent Amount % 


Balloon Tires: 

First quarter 1,100 1,081.7 98 3363 $ 375 » 200 

Year, 1927 5,600 5,734-7 i, 799,500 .313791 

Balloon tubes: 

First quarter 1,400 1,148.9 82.0642 $ 141,378 

Year, 1927 6,200 6,363.5 686,400 .107865 

Total depreciation: 

First quarter 5 , 790 $i , 059 , 685 

Year, 1927 24,160 4,628,500 

Depreciation on Depreciation on 

Used Capacity Idle Facilities 

Items Amount Per Unit Amount Per Unit 

First quarter, 1927 


Balloon tires $333 - 78o . 308570 $41,420 . 00522 1 

Balloon tubes 101,698 .088518 39.680 .019347 


$735,202 $324,483 
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At March 31, 1927, the several inventory items will have certain 
amounts of depreciation charged into the accounts. In order to deter- 
mine the amount of such depreciation, it is necessary to multiply the 
standard rates to be charged by the estimated number of units. The 
computations necessary to show such depreciation for finished goods 
and for tires and tubes in process are shown below : 

Depreciation in Finished Goods Inventory, March 31, 1927 


Items 

Units 

Rate per 
Unit 

Amount 

Balloon tires r 

Balloon tubes 

330,400 

539,800 

$0.308570 

0.088518 

$101,952 

47,782 




$380,551 

Depreciation in Goods in Process — ^Tires 

AND Tubes 


Items 

Units 

Rate per 
Unit 

Amount 

Balloon tires 

Balloon tubes 


$0.1777 

0.0605 

$ 49,756 
20,570 




$108,746 


The depreciation charges for non-manufacturing operations are 
shown in Table 72. 

The methods used in reflecting the depreciation charges require 
further comment. Non-manufacturing depreciation is charged on 
a unit basis. The normal capacity is the estimated annual sales in 
units. The normal capacity for any quarter is one-fourth of the 
annual sales estimate. The estimated sales for any quarter when 


TABLE 72 

Analysis of Depreciation, Non-manufacturing 



Year 

First 

Items 

1927 

Quarter 

Normal capacity (units) 

23,125,000 

5,781,000 

Estimated sales (units) 

23,125,000 

4,458,000 

Used capacity (per cent) 

100.00 

77.1146 

Normal depreciation (amount) 

$ 422.950 

$ 81,535 

Normal depreciation (per unit) . 

0182897 

.0182897 

Depreciation used capacity (amount) 

$ 422,950 

$ 62 , 876 

Depreciation idle capacity (unit) 

' , 

.0141040 

Depreciation idle capacity (amount) 


$ 19,059 

Depreciation idle capacity (unit) 


.0041857 
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divided by the normal capacity will give the used capacity factor. 
Such a computation helps to stress the “wastes” of seasonal variations. 
In computing the unit cost for depreciation in manufacturing, the 
normal capacity is productive facilities. The estimated sales (not 
the estimated production) when divided by the normal capacity give 
the percentage of capacity used. This percentage is used to deter- 
mine the used and the idle capacity per unit rate. This procedure again 
emphasizes the seasonal factor in sales which appears of more impor- 
tance than to emphasize production. It is easy to compute the pro- 
curement depreciation, and this may be done in interpreting the forecast 
to the manufacturing executive. ^ 

The Balance Sheet Forecast. — The information furnished by the 
profit and loss forecast gives some of the most important data to be 
used in the balance sheet forecast. Additional information which 
relates chiefly to the balance sheet and to operations beyond the par- 
ticular operating budget is needed. The extent to which inventories 
are to be extended or to be liquidated must be known. The facilities 
needed for plant expansion must be known as w^ell as other additions to 
the assets. Studies should be conducted to determine the rate at which 
each class of asset items is converted into cash, together with the sea- 
sonal factor applicable to each class of items. Similar studies should 
be made to determine the characteristics of the various liabilities. The 
estimated balance sheet, as shown in Exhibit AA, was prepared to 
reflect the anticipated ‘‘financial” status of the Mileage Tire Company 
at March 31, 1927. 
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The Mileage Tire Company 

Estimated Balance Sheety March 31, jgzy Exhibit AA 

Date of Estimate: December 28, IQ26 
Assets 

Current Assets: 

Cash, U. S. Government securities, and debts receivable: 

Cash $14,459-394 

Marketable U. S. securities 5 , 986 , 900 

Notes, loans, and acceptances receivable 3 > 1 45 , 600 

Accounts receivable, net : 10,385, 600 

Sub-total $ 33,977,494 

ft. — 

Merchandise, materials, and goods in process: 

Finished gogds AA-2 $ 9,139,696 

Goods in process AA-3 6,085,344 

Materials and supplies AA-4 7,880,000 

Materials and supplies in transit AA-5 9 , 080 , 000 

Sub-total $ 32,185,040 

Total current assets | 66,162, 534 

properties, plants, and securities: 

J 1,211,320 

Buildmgs ; 15,950,000 

Machinery and equipment 32 , 060 , 000 

Moles, cores, and poles 2,315, 000 

Sub-total $ 51,711 ,320 

Less : reserve for depreciation AA-6 1 4 , 997 , 875 

Net value | 36,713,445 

Prepaid, deferred and miscellaneous assets AA-7 $ 1,019,660 

Good-will, patents, and trademarks i 

Sub-total I 1,019,661 

Total assets J103 , 895 ,640 
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Liahiliiies and Net Worth 

Liabilities 

Current Liabilities: ♦ • ^ 

Notes, loans and acceptances payable ' $ 8 , 755 , 231 

Acconnts payable 6 , 186,400 

Accrued pay roll 580 , 000 

Accrued taxes and interest 360 , 000 

Miscellaneous items payable 65 ,000 

Provision for income tax 350, 000 


Total current liabilities $ 16, 296 , 63 1 


Net Worth: 

Capital stock, common 30 , 000 , 000 

Capital stock, preferred 25 , 504 , 000 

Appropriated surplus ^ . 14,900,060 

Free surplus. AA-9 8 , 749,090 


79 . 153*069 

General reserves AA-8 8 , 445 , 940 


Total net worth and reserves $ 87,599,009 


Grand total $103 , 895 , 640 


The Mileage Tire Company 



Analysis of Finished Goods 

at Standard 

Cost 

AA-a 

Items: 

Balloon Tires 

Units 

Brices 

Amounts 

Amounts 

Brices Units 

Items 

Initial inventory. . 
Finished goods. . . 

218,000 
. 1,195,700 

$9.0429 

9.0429 

$ 1,971,352 

10,812,595 

$ 9,796,173 
2,987,774 

$9.0429 1,083,300 
9.0429 330,400 

Sales 

Inv. 

First Quarter — , 

, 1,413,700 


$12,783,947 

$12,783,947 

1,413,700 



Inventory, March ji, ip27.* 


BaUoon tires $ 2,987,774 

Balloon tubes 789,512 19 , 139,696 


Inventory of Goods in Process at March 31^ iQ2y AA-3 

Tires and tubes in process : 

BaUoon tires $2,511,180 

Balloon tubes 4^0 , 530 

Total (from $4,236,290 

Other goods in process (from A-3-2) 1.849. 054 


ToAA 


$6,085,344 
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The Mileage Tire Company 


Items: 

Balloon Tires 


Analysis of FJ,nished floods at Standard Cost 
Units Prices Amounts Amounts Prices 


Initial inventory. . 330 , 000 

Processed 1,145,700 


$8 9600 $ 2,956,800 $10,812,596 
9.048s 10,366,976 2,511,180 


$9.0429 

8.9685 


AA-3-i 


U nits Items 

1,195,700 Finished 
280,000 Inventory 


First quarter. ... 1,475,700 


$13,323,776 $13,323,776 


1,475,700 


The Mileage Tire Company 
Standard Cost of Goods in Process A~3-2 

Over- 

Items^ Firsh Quarter y ig27 Total Labor Materials head 

Plystock ■ $1,227,414 $ 91,397 $1,045,620 $ 90,397 

.»(. . . 


$1,849,054 $118,811 $1,611,722 $118,521 


The Mileage Tire Company 

Reserve for Depreciation AA-6 

Reserve for depreciation, Dec. 3 1 , 1 926 (estimated) $13,680, 000 

D epreciation in cost of goods sold 73 5 , 2 00 

Depreciation, idle plant facilities 324 , 483 

Depreciation, used capacity, non-manufacttiring 62,876 

Depreciation, idle capacity, non-manufacturing 19 , 059 

Estimated depreciation in inventories, Dec. 31, 1926: 

Finished goods $200 , 000 

Tires and tubes in process 115, 000 

Goods in process 10, 000 


$325,000 


Estimated depreciation in inventories, Mar. 31, 1927: 


Finished goods $380,511 

Tires and tubes in process 108, 746 

Goods in process 12, 000 


$501,257 176,257 


Reserve for depreciation, March 31 , 1927. To AA $14 , 997 , 875 


Deferred, Prepaid, and Miscellaneous Assets' AA-7 

Variations in finished goods $ 140 , 360 

Variations in tires and tubes in process I12, 600 

Variations in goods in process 60 , 400 

Other items 706,300 


To A A 


$i ,019,660 
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The Mileage Tire Company 

General Reserves AA~8 

, > March j If 

Reserve for fluctuation in the price of rubber 2 ,000,000 

Reserve for federal income taxes 2,180, 940 

Reserve for uninsured risks 3 , 240 , 000 

Other reserves * i ,025,000 


ToAA $ 8 , 445 1940 


Analysis of Free Surplus ' AA“9 

Free surplus, Dec. 31, 1926 (estimated) $8,940,000 

Earnings for first quarter, 1927 i , 525 , 389 , $10 , 265,389 


Dividends paid, 7% preferred stock 44^ , 320^ 

Dividends paid, 2% common stock 600,000 

Transferred to general reserve 470 , 000 1 1 5 ^ 6 , 320 


Free surplus, March 31, 1927 To AA $ fl»749>o69 



CHAPTER XXXII 


CONCLUSION 

Introduction. — ^The objectives of this book were stated at the 
end of Chapter IL In the chapters which have preceded the present 
chapter, the several objectives have been discussed. The present chap- 
ter will review these objectives briefly and will show how they fit into 
the administrative and management phases of the business. 

A Concept of Accounting. — In Chapter II the various concepts of 
the function of accounting were stated. The function of financial 
accounting was shown to be the presentation of a balance sheet and a 
relative profit and loss statement. The function of retrospective 
cost accounting was set forth as the ascertainment of the ‘‘actuah^ 
cost of commodities. The principal function of standard cost was 
stated to be the ascertainment of a ‘‘reasonable cost’’ for commodities. 
The growth of ideas as to the function of accounting and how those 
who employed it could best serve management led to a differentiation 
between public and private accounting. It was shown that public 
accountants are limited as to the scope of their work, while private 
accountants are not so limited. Since the principal concepts of account- 
ing are based primarily upon accounting from the public accountant’s 
point of view, which is not in agreement with modern management 
principles, it was necessary to state a concept of accounting from the 
viewpoint of the private accountant, or the business enterprise. 

The concept of accounting was stated as follows : 

To bring the philosophy of accounting into agreement with the philosophy 
of management control it is necessary to state the accounts in terms of stand- 
ards, accomplishments, and causes for variation. All of these should be in terms 
of a definite organization. Causes for variation should be properly analyzed 
and interpreted. Authority and responsibility should be placed and efficiency 
determined.^ 

In order to make this concept of accounting effective, it was necessary 
to state that accounting is composed of ( i ) standards and records, and 

^Chapter II, p. 27. 
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(2) ways and means for making the several branches of accounting 
effective.^ 

The Objective of Standards.-^A fuildamental weakness of “his- 
torical accounting/' irom the viewpoint of administrative and man- 
agement control, made it necessary to “discuss ways and means of 
setting up certain standards by which performance may be directed 
and appraised, and control of a business may be secured/' “ This weak- 
ness was found to exist because the performance of a past period is 
“no" criterion for what “should be" accomplished during a future 
period. In Chapter IV the necessit}^ for standards as one means of 
control was emphasized by the illustration of the science of gun firing 
and the illustration of the manufacture of fans. 

Accounting in Terms of Standards. — An objective of the present 
work was “to discuss ways and means for keeping accounts of certain 
business accomplishments in terms of standards." ^ The principal 
phases of this work were treated in Part IIL although the subject 
is treated in connection with the various phases of management and 
administration. It was stated that unless accounts be kept in terms 
of standards, it is difficult to interpret accounts for management and 
administrative uses. 

Causes for Variation. — ^Two objectives of this treatise were: 

(a) To determine causes for variation between standards and actual accom- 
plishment. 

(b) To analyze the causes for variation and interpret them so as to place 
effectively responsibility and authority for performance.* 

Since performance will not usually be in agreement with standards, 
there will be variations between them. In Chapter IV it was indicated 
that the variations were to be accounted for in units, prices, and 
amounts, and that these “caused-causes” should be analyzed further 
to show the “causes” for variation. At many places throughout the 
treatise the determination of causes for variation has been dealt with 
and illustrated. 

In a sizable business enterprise the effective placement of authority 
and responsibility is a difficult problem. An analysis of the causes for 
variation, when the accounts are kept in terms of an accountable 
organization, will do much to accomplish this important objective. 

^Chapter IV, p. S4'-55- 

^Chapter II, p. 28. 

® Chapter II, p. 28. 
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Chapter IV indicates the necessity for standards and records which 
may be analyzed to show causes for variation between standard and 
performaiKe. How the va'riatioiB may be analyzed and interpreted 
to place responsibility effectively was treated in. Chapters V and VI 
and in other chapters. For purposes of treatment, the analyses of 
variations and their interpretation, for the placement of authority and 
responsibility throughout the organization, were considered separately. 

The Basis for Judging Efficiency. — ^Another objective of this 
treatise was ^'to show how efficiency may be effectively determined for 
management use.'' ^ The basis for judging efficiency, for management 
control, was shown to be the relationship between standards and per- 
formance.^ Throughout the treatise comparisons are made between 
standards and p^erformance ; adjustments are made to correct the stand- 
ards and the variations are measured. The relationship between the 
adjusted standards and the variations serves as the basis for judging 
efficiency. 

The Placement of Authority and Responsibility — The last- 
mentioned objective of this treatise was '^to discuss certain organiza- 
tion methods and procedure for the business enterprise, and to show 
how authority and responsibility may be effectively placed for purposes 
of control." ® The basis for the placement of authority and responsi- 
bility was stated in Chapter III, and in Chapters IV, V, and VI. 
Briefly, authority and responsibility can be effectively placed, for pur- 
poses of control, only when the responsibility for accomplishment of 
results, which will compare favorably with standards, is accompanied 
by the power to get results. Records should be kept which will show 
definite information as to the progress of the work ; definite informa- 
tion as to accomplishments; and the causes for success or for failure 
to secure the standards. 

Profits the IPrimary Claim upon Consumers. — In Chapter X the 
question of profits was dealt with from the viewpoint of fair prices. 
The conclusion reached was that unless profits be considered as a first 
claim upon the consumers, “fair prices" are impossible. The principal 
reasons for this are : ( i ) that, under modern conditions, prices have 

to be “uniform" over a wide area; (2) that business is engaged in for 
profit, and where profits are not earned the shifting of the “capital" 
to, some other industry results in a loss to consumers as well as to 

^Chapter II, p. 28. 

® Chapter V. 

® Chapter II, p. 28. 
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producers; (3) that prices are often set without a sufficient knowledge 
of the comparative cost of the commodities, which results in a loss to 
efficient producers; (4) that reasonable profits tend toward stability 
of prices and production. 

Long-Term Policies. — While the policy corps are interested in 
policies as expressed in quarterly and semiannual budgets, their princi- 
pal interest lies in the direction of long-term policies and the passing 
upon the effectiveness in the carrying out of those policies. In Chapter 
V the broader phases of the functions of the policy corps are treated. 
In the chapters which followed, however, it was observed that the 
policy corps are obliged to deal with many questions oi appraisal of 
policies which required a thorough study of present, past, and short- 
term prospective policies. This study is necessary to appraise the w^ork 
of the chief executive and to appraise the policies themselves. 

Policy Control- — The control of policies may be effected by ( i ) 
analyses of changes and (2) analyses of variations from plan. Each 
of these points will be treated briefly. 

The policy corps control broad policies chiefly by the analyses of 
various kinds of changes and proper action thereon. Some of these 
changes are due to economic conditions ; styles or customs ; discoveries 
and inventions; and social changes. Since most changes are not 
effected in a short time, provision should be made for them much in 
advance of the time when they will become effective. Every sizable 
concern is affected by changes of the character mentioned above. 
Unless these changes be watched carefully, the stockholders may dis- 
cover that their investment is greatly impaired. 

Another type of control which the policy corps use in the control 
of policies is that of the analyses of variations from plan or standard. 
A policy may be very profitable if performance can be kept close to 
a reasonable standard. If, however, variations of a significant charac- 
ter cannot be prevented, the policy may have to be abandoned. This 
type of control is applicable to a wide variety of subjects which is 
embodied in financial and profit standards. Three illustrations will 
assist in making this point clear. A manufacturer of silk stockings 
was forced to abandon his policy of replacing stockings which devel- 
oped ‘Tuns,'’ because it was impractical to keep the stockings up to 
the physical standards set. One case is of record where a manufac- 
turer with a mass production policy was forced to abandon it because 
his selling costs varied widely from expectations. In another case, a 
sales policy of long standing, which held that the sales price must be 
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twice the average production cost, had to be abandoned because a 
reduction in production cost lowered prices and caused a substantial 
loss. 

Instruments for Policy Control. — Since policies may be said to 
be established for the future guidance of the executives, the instruments 
used in the formulation of those policies must be designed to yield 
information about the future. Information as to the volume of busi- 
ness, costs, and prices is indispensable to wise policy making. Index 
numbers are valuable for this purpose. For purpose of emphasis, the 
following indices are mentioned: 

1. Index numbers of the volume of business. 

2. Index numbers of the volume of production and of produc- 
tive capacity. 

3. Index numbers of costs by major classifications. 

4. Index numbers of sales prices. 

5. Various indices of external conditions. 

Each of these indices will be treated briefly. 

An index of the volume of business should convey to the directors 
an idea not only as to the volume of business which the concern secures, 
but also the total volume of business in the industry and the trend 
of the volume of business. The position of the firm in the industry 
may be computed from these data. The trend or the rate of growth 
in the industry will show desirable facts which are indispensable to 
wise plant extension and general plant operations. When prices are 
rising, the directors will not be deceived into thinking that the volume 
of business is rising more than the facts warrant. The volume of 
business, taken in comparison with other pertinent economic data, will 
enable the policy corps to make an evaluation of the probable future 
demands upon the concern for products. 

Indices should be available to show the status of production within 
the industry as well as within the business. These data, taken in con- 
junction with data on the productive capacity of plants within the 
industry, should make it possible for the concern to know the present 
operating condition of plants within the industry. This information 
should be of vital assistance to each policy corps in determining the 
possibility of overexpansion in the industry or of production in excess 
of requirements of the trade during a given period. 

Index numbers of the various major classifications of cost should 
he made to show the trend of the various components of the sales 
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price. These indices should show separately the trend m profits, 
procurement costs, marketing costs, ^and the trend of variations from 
standards set. Comparative data as to the costs in other concerns 
should be available for purposes of comparison. Care must be exer- 
cised in the interpretation of these data and in the action taken upon 
evaluations. For example, the position of the firm in the industry may 
be such that the directors may feel that they should “get more busi- 
ness. The source from wLich the business is to be secured will have 
much to do with a prudent answer to this question. If the business 
is to be taken” from competitors, the directors may well assure them- 
selves that this can be done without unduly cutting do\%n the profits 
margin. These data must alw'ays be considered in connection with 
other data, such as the volume and the price of the product. 

Index numbers of sales prices are needed to show the past and 
the probable future trend in prices. These data should be studied with- 
out particular reference to the steps the company expects to take 
in the way of changing the trend of prices. This latter phase of prices 
will require a thorough study of all the indices mentioned under this 
topic. The general purposes of a lowering of price is to increase 
volume and thereby lower costs and raise profits. Whether or not 
this can be done is a problem which the directors mu^t consider in 
the light of the many data which they are asked to interpret. 

In addition to the various indices which are presented from infor- 
mation within the industry and the business, the directors must con- 
sider the indices of external conditions and make an appraisal as to 
their probable effects upon the industry. Some of the important indices 
which may be mentioned under this heading are as follows : the price 
of various commodities, the cost of living, the price of stocks and 
bonds, the interest rate, general business conditions, and conditions 
within the industry. 

All of the data should be presented in graphic form so that com- 
parisons and appraisals may be made without having to study the data 
in mass. Since the directors have to pass upon much data in the 
evaluation and formulation of policies, it is next to a physical impos- 
sibility for them to do this unless the data be presented through graphic 
charts. The several data may then be placed in proper perspective and 
the appraisal made with a minimum amount of effort. 

The Relation of Profit Policies to Financial Control. — The 
profit policies of an enterprise should be formulated with an idea of 
securing and of maintaining an adequate financial control of the enter- 
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prise. The provision of ways and means by which adequate profits 
may be assured to a business is important to its continued existence. 
A fundamental knowledge of the*factors involved is necessary before 
a satisfactory solution to the problem can be provided. 

The profit requirements of any enterprise for the maintenance of 
proper financial control is more or less definite. Such requirements, 
however, vary widely in practice and undergo many changes. Unless 
the enterprise adjusts itself to these changing profit requirements, 
the control of its financial affairs may be jeopardized. Profit require- 
ments are customarily stated as a percentage on its several classes 
of bonds an 4 stocks. A financial policy which is based upon a fixed 
rate of return may result in a gain or a loss in purchasing power to 
the stockholder* depending upon whether or not the purchasing power 
of money rises or falls. 

Return Necessary to Attract Investors. — The profit which a 
business enterprise earns must be sufficient to cause investors to be 
willing to purchase its securities on favorable terms to the business. In 
order for the concern to secure and to maintain a strong competitive 
condition, it should be able to secure ''credit” on as favorable terms 
as its competitors. The dividends which a concern can pay, the earn- 
ings it can retain to use in the expansion of the business and to protect 
the capital investment, are important factors in attracting investors. 
This problem, however, is more adequately treated in Chapter VIIL 

The Purchasing Power of Profits. — The purchasing power of 
money has been discussed widely. The wage earner has been appealed 
to strongly by "real wages” instead of "money wages” as a basis 
for compensation. The comparative purchasing power of profits, 
however, has received little attention. The recipient of profits has con- 
tinued to think of his income as a percentage return upon his invest- 
ment. If a concern has maintained an 8 per cent dividend for twenty 
years, the investor may think that this is quite a good record. During 
the twenty-year period, however, the purchasing power of money may 
have declined 50 per cent. In that event, this means that the "real 
dividends” of the concern have declined by one-half and that, compared 
to some former period, they are now only a fraction of what they were 
formerly. 

From the viewpoint of the investor, purchasing power may be 
considered as ( i ) purchasing power for consumable commodities, and 
(2)v purchasing power for investments. The investor who expects to 
.use the income from his investments on which to live may measure his 
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income in terms of the cost of living. If he wishes to reinvest a large 
portion of his income, he may measure it in terms of the comparative 
prices of securities. In order to get a clear understanding of his eco- 
nomic position and the economic position of a concern, the investor 
must make a critical review of pertinent data. In addition to a point 
of view, the analyst requires certain tools, such as index numbers 
of various kinds and suitable charts. A starting point for such an 
analysis may be illustrated by the method used by Mr. Ernest F. 
DuBrul ^ in analyzing the operating statement of the United States 
Steel Corporation for the years 1902 to 1925 inclusive. His analysis 
shows that tonnage production has increased faster than deflated gross 
receipts ; ^ that deflated depreciation has not increased as fast as deflated 
gross receipts ; that deflated wages have increased faster than produc- 
tion and faster than deflated gross receipts ; that taxes have increased 
faster than wages, production, or gross receipts; that the trend of 
deflated net earnings is downward and not in keeping with the other 
factors analyzed. 

One of the most important services which the controller and the 
properly trained private accountant can render to those interested in the 
corporation is to give the accounting data a broad economic interpre- 
tation. Emphasis should be placed upon the economic position of the 
concern as it relates to those who are interested in its progress. Such 
an analysis is often essential to adequate data on which to base a 
prudent profits policy. 

Profits in Relation to Prices. — The degree to which the prices 
of commodities are stable usually depends upon a variety of facts and 
of circumstances. Some commodities have relatively fixed prices while 
the prices of others vary widely and continuously. Due to the com- 
plexity of the question it is often impossible to tell what relationship, 
if any, exists between profits and prices in an individual case. Price 
may be analyzed into a number of components; such as, profits, stand- 
ard cost, variance cost, and other costs. A definite profits policy 
should be kept in the foreground. Such a policy, however, is the 
expression of an aim. It is not always possible to determine price by 
the use of an equation, though such a procedure should be established 
for the purpose of ascertaining the commodities to which the enterprise 
may most profitably devote its energies. Where competition dictates 

^‘Unintentional Falsification of Accounts,” N. A. C A. Bulletin, May 15, 1928. 

® All dollars deflated on basis of 1913 prices equal 100. 
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prices that appear to yield no profits, or inadequate profits, the execu- 
tives and the administrators should know the facts in order to appraise 
probable future results. 

Interpretation of Profit Policies by Use of Ratios. — The use 
of ratios in the formulation of profit policies and their interpretation 
is not properly recognized by business men. A number of enterprises 
make extensive use of ratios in the interpretation of general profit and 
loss statements and balance sheets. The use of ratios in the daily 
operation of many phases of the business, however, appears very lim- 
ited. The most generally recognized ratios which may be used in 
the analyses;^ of financial statements are stated by J. H. Bliss ^ as 
follows : 

1. Measures of earnings: 

(a) The return earned on net worth. 

(b) The ratio of surplus net profits to sales. 

(c) Earnings on common stockholders’ investments. 

(d) Operating profits earned on total capital used. 

(e) Ratio of operating profits to sales. 

(f) Margin of gross profits earned on saies. 

2. Measures of cost and expense: 

(a) Ratios of costs and expenses to sales. 

(b) The cost of borrowed capital. 

(c) The cost of total capital used. 

3. Turnovers: 

(a) Turnover of total capital used. 

(b) Turnover of inventories 

(c) Turnover of accounts receivable. 

(d) Turnover on fixed property investment. 

4. Financial relationships: 

(a) Net working capital and ratio. 

(b) Manner in which capital is invested. 

(c) Sources from which capital is secured. 

(d) Proportion of earnings left in the business. 

These ratios are most frequently used in connection with the general 
financial statements. Some of them may be used to advantage in the 
analysis of detailed operations. To illustrate: The turnover of 
inventories may be computed by commodities and classes of commodi- 
ties. The ratio of operating profit to sales may be computed for 
individual items. If ratios be computed to show by individual items 
the components of cost to sales price, operating profits to sales, inven- 
tory turnover, assets used, and profits earned, the managers of an 

^ Mmagetnent Through Accounts, p. 68. 
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enterprise may use this information to interpret the general profit 
policies of the enterprise, provided proper comparisons are made. 

Comparisons are generally made 'for th^ purpose of interpretation. 
The importance of proper standards as a basis for comparison was 
stressed in Chapter IX. Unless care be exercised in making proper 
comparisons, the interpretation of results may be erroneous. For this 
reason profits policies can be administered best where the ratios are 
computed on a comparable basis with proper standards. 

Another type of ratio w^hich may be used in the formulation and 
the interpretation of profit policies may be called measures of operating 
efficiency. Such measures of efficiency should be computed for men, 
for machines, for materials, and for overhead expenses. *Here again, 
care must be exercised to see that the ratios are competed on a com- 
parable basis with proper standards. The interpretative work is then 
of a more scientific nature and less likely to be influenced by improper 
standards and by rule-of-thumb methods. 

Analysis of Profit Policies by Products. — The study of indi- 
vidual products enables the policy corps to secure basic information 
on which to base rational profit policies. A definite use of accounting 
tools should be made for this purpose. The period for which the 
data are gathered should be sufficiently in advance of operations so that 
the results may be controlled. The directors of the Mileage Tire Com- 
pany prefer to have studies made for quarterly and for yearly opera- 
tions. By the use of charts the effects of changes during the interim 
may be reflected, if significant changes occur. 

The estimated operations of the Mileage Tire Company for 1926 
are shown in Chapter XXVI. An analysis of the per unit and some 
of the operating ratios are shown in Table 73. These operations are 
shown by lines of products. In the analysis of cost by lines of products 
it is necessary to determine the cost items which are applicable to 
individual items. Most of the marketing costs may be determined as 
applicable to individual products. Those costs which cannot be traced 
directly may be allocated by appropriate methods. The items 'which 
enter into other management costs should be traced to specific benefits, 
as far as possible, and the other items allocated by appropriate methods. 

Where significant changes take place in a business from one year 
to the next, too much reliance cannot be placed upon past percentages 
to reflect future conditions. A true cost study must be made to deter- 
mine what effects the changes will have upon the business. With 
increased sales of balloon tires and tubes came the elimination of fabric 
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TABLE 73 

The Mileage Tire Company 
Per Unit and PeHentage^Data Based on IQ26 Estimate, 

Cord Balloon 


Per Unit 

Net profit from operation ...... 

Variances from standard 

Tires 

$ 0.8026 

0.0306* 

Tubes 

$0.0827 

0.0053* 

Tires 

$ 0.7694 

0.0573* 

Tubes 

$0.1426 

O.OIOI 

Standard operating profit 

0.8332 

0 0880 

0 . 8267 

0.1527 

Marketing cost 

Management cost, other 

2.2017 

I . 3002 

0.4141 

0.2412 

2 2257 
1.-2438 

0.4467 

0.2630 

Total.... r 

3-5019 

0.6553 

3-4695 

0 . 7097 

Gross profit 

4.3351 

0-7433 

4.2962 

0 . 8624 

Cost of goods sold 

Net sales 

8.0364 

12.3715 

1.2693 

2.0126 

9-2157 

13-5119 

1.4378 

2.3502 

Gross sales 

$13-2526 

$2.1551 

$14-7439 

$2 . 5646 

Percentage 

Net profit from operation 

Variances from standard 

6.0547 

0.2309* 

3*3360 

0.2466* 

4-7665 

0 3889* 

5-5557 

0-3956' 

Standard operating profit 

6.2856 

4.0826 

5*1554 

5*9513 

Marketing cost 

Management cost, other 

16.6097 

9 . 8089 

19 2134 
11*1934 

15*0954 

8 . 8879 

17.4175 

10.2551 

Total 

26 4186 

30.4068 

23-9833 

27-6726 

Gross profit 

32.7042 

34-4894 

29.1387 

33-6239 

Cost of goods sold 

Net sales 

60 6258 

93 3300 

58.8999 

93-3894 

62.5053 

91 .6440 

58.0141 
91 .6380 

Gross sales 

100 0000 

1 00. 0000 

100.0000 

loo.booo 


♦ Decrease. 

casings and some of the tubes made especially for this tire. The trend 
in the sales of cord tires and tubes is to be altered. These changes 
indicate the necessity for cost studies to determine standards for the 
future accounting periods. Table 74 shows the forecast of profit by 
lines for the year 1927. This table shows as the first item the profits 
to be earned during the year. The amount of profit, however, can be 
determined only after a study of the factors which interact to cause 
profit 
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TABLE 74 


The Mileage Tjre Company 
Determination of Profits for igzy. 



1927 

Cord 

Balloon 

Dollars 

Net income for period . . . . 
Other deductions, net. . . . 

Total 

$ 9.150,064 
293.174 

Tires 

Tubes 

Tires 

Tubes 

Net profit, operations 

Variances from standard.. 

$ 9,443.238 
534,269* 

$ 3,727,874 
140,763* 

$ 538,339 

31,667* 

$ 4,349,770 
298 , 204* 

$ 827,255 

63.63s* 

Standard operating profit. $ 9, 977 >507 

$ 3.868,637 

$ 570,006 

$ 4.647,974 

$ 890 , S90 

Marketing cost 

Management cost, other. , 

$ 28,271,809 
36,124,078 

$10,322,620 

6,099,730 

$ 2,628,361 
1,520,016 

$12,616,340 

6,881,640 

$ 2 , 704 , 488 

I ,622,692 

Total 

$ 44.395,887 

$16,422,350 

$ 4,148,377 

$19,497,980 

$ 4,327,180 

Gross profit 

Cost of goods sold 

$ 54 , 373,394 

107,562,39s 

$20,290,987 

37,583,721 

$ 4,718,383 
8,043,418 

$24,145* 954 
52,644.546 

$ 5,218,070 
9,290,710 

Net sales 

Returns and deductions, . 

$161,935,789 

12,017,458 

$57,874,708 

3,899,13s 

$12,761,801 

886.676 

$76,790,500 

6,022,582 

$14,508,780 

1,209,065 

Gross sales 

Per Unit 

Units 

$173,953,247 

$61,773,843 

4,692,100 

$13,648,477 

63.333.400 

$82,813,082 

5 , 734,700 

$15,717,845 

6,363.500 


Net profit from operations 

Variances from standard 

$ 0,7945 

0,0300* 

$0.0850 

0.0050* 

$ 0.758s 

0.0520* 

$0 . 1300 
0.0100* 

Standard operating profit 

0.8245 

0.0900 

0.8105 

0.1400 

Marketing cost 

Management cost, other 

$ 2.2000 

I .3000 

$0 4150 

0 . 2400 

$ 2 . 2000 

I ,2000 

$0.4250 

0.2550 

Total 

$ 3-5000 

$0.6550 

$ 3.4000 

$0.6800 

Gross profit 

Cost of goods sold 

$ 4.3245 

8.0100 

$ 0.7450 

1.2700 

$ 4. 2105 
9.1800 

$0.8200 

I .4600 

Net sales 

Returns and deductions 

$ 12.3345 

0,8310 

$2 0150 
0.1400 

$13.3905 

I .0502 

$2.2800 

0 1900 

Gross sales 

$13.1665 

$2.1550 

$14.4407 

$2 .4700 

Percentage 

Net profit from opteration 

Variances from standard 

6 .0348 

0.2278* 

3.9443 

0.2320* 

5.2525 

0.3601* 

5 .6640 

0 .0040* 

Standard operating profit 

6.2626 

4.1763 

5.6126 

S.6680 

Marketing cost 

Management cost, other - 

16.7103 

9.8743 

19.2575 

11.1369 

15.2347 

8.3099 

17.206s 

10.3239 

Total. 

26.5846 

30.3944 

23.5446 

27.5304 

Gross profit. - 

Cost of goods sold. .... 

33.8472 

......... 60 , 8408 

34.5707 

58.9327 

29.1572 

63,5703 

33.1984 

59.1093 

Net sales.. 

Returns and allowances 

93.6880 

6 3120 

93.5035 

6.4965 

92.7275 

7.272s 

92.3077 

7 .6923 

Gross sales 

100.0000 

100.0000 

100.0000 

100.0000 


♦Red. 
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A comparison of the per unit data shown in Tables 73 and 74 
discloses^that a price revision is ginticipated for the year 1927. With 
the expansion in balloon tire and balloon tube sales a decline in price 
is expected. The data shown in Table 75, when compared with the 
data in Table 73, indicate that prices are to be lower in the first quar- 
ter of 1927 than they were for the year 1926. The anticipated decline 
for 1927 is not expected to take place during the first quarter. The 
formulation of and the interpretation of a profits ideal must be estab- 
lished by lines of products, but before such a policy should become 

TABLE 75 

The Mileage Tire Company 

Per Unit Data^ First Quarter , ig2y. 


Cord, Balloon 

Per Unit , Tires Tubes Tires Tubes 

Gross sales $13 1620 $2.1330 $14.6979 $2 5190 

Net sales 12.3799 1.9762 13 7446 2.3149 

Cost of sales 79694 1.2185 9.0434 1.4627 

Gross profit 4*4105 .7577 4.7012 .8522 

Marketing cost 2.1297 .3660 2.2692 .4115 

Management cost, other 1.2539 .2154 1-3373 .2423 

Total 3.3836 .5814 3 6065 .6538 

Standard operating profit i . 0269 • 1 763 i . 0947 . 1984 

Variances from standard 6084* .0755* .6508* .0765* 

Net profit from operation $ 0.4185 $0.1008 $ 0.4439 $0 1219 

*Red. 


effective something must be known of the items which compose the 
several groups of products. 

Unit Control of Individual Products. — The need for specific 
knowledge regarding the sales, procurement costs, marketing costs, 
other management costs, profits, inventory requirements, inventory 
turnover, and other data relating to specific kinds and sizes of products 
is not generally recognized. Detailed records are too often looked upon 
as 'Ted tape” by managers who wish to “manage.” Records and 
reports which are accurate, immediate, and reliable can greatly assist a 
competent executive in doing his work better. Ways and means for 
providing the information necessary for unit control are important. 
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The best methods to be employed in many cases is a subject for research 
and study. In general, the question resolves itself into a study of 
quantity control and “records control.^’ 

Quantity control involves a definite knowledge of units on hand, 
the order point, the minimum quantity" to order, units ordered, and units 
reserved to fill orders. It also involves a knowledge of seasonal re- 
quirements. A judicious use of executive forethought is necessary for 
an orderly planning of operations. Executive action must be provided 
to carry the plans into effective operation. Some kind of records and 
reports are needed to make these data available. Records control con- 
sists of the maintenance of records which are easily accessible and 
which provide pertinent information relating to goods oPthe concern. 
This information may be kept in units and amounts. JThe control of 
specific articles may be kept largely by the information provided for 
the control of units; however, the dollar items may be used in con- 
trolling individual products. The development of mechanical means 
for keeping records has made it practicable in many cases to maintain 
unit control over individual products. 

The Mileage Tire Company maintains records for the unit control 
of individual sizes and kinds of tires and tubes. The data regarding 
the status of the inventory are available every day. These data are 
kept in units only. Records are kept which show the sales and stand- 
ard procurement cost of each size and kind of tire and tube. At quar- 
terly intervals studies are made of each size and kind of product for 
the evaluation of profits, standard procurement cost, standard market- 
ing cost, standard management cost, deviations from standards set, and 
sales prices. The totals used in these studies do not agree with those 
developed in the general books because the study is one in merchan- 
dising and relates to a future period. An evaluation of past studies, 
however, indicates the deviations between the forecast and the per- 
formance, and evaluates the significant causes for variations. 

Economic Lot Size Control. — The subject of unit control of 
individual products is closely related to the subject of the control of 
the economic lot size which may refer to procurement ^ or to sales. The 
unit of measure and the point of emphasis are the principal differences. 
The unit of measure in sales, for example, is not an individual unit but 
a service unit, A scientific study should be made to determine the 

^“Economic Manufacturing Lot Sizes,” Manufacturing Industries, Yol. XV, 
p. 151. See also “Minimuin-Cost Purchase Quantities,” Mmufactunng Industries, 

April, 1928, p. 310. 
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economic unit or units for the control of the activities of a business. 
A study of the service units and cost data of the Mileage Tire Com- 
pany disclosed that much unprofitable effort had been expended because 
of a failure to recognize an economic lot size for sales. Tires and 
tubes were formerly priced to sell in larger quantities than they are 
now. This encouraged the customer to overbuy on one call of the 
salesman or to make few purchases until a large order could be placed. 
A study of the normal requirements of customers made it possible 
to change the unit of sales. The tubes, for example, of certain sizes 
are sold by the box. Prices are made so that it is advantageous to 
the customer to buy in lots. Tires are handled in a similar manner. 

The study of customer requirements led to the following sugges- 
tions to customers: (a) what constitutes a model stock for the cus- 
tomer; (b) the quantity of each size and type to order; (c) the order 
point, and other specific information. From this study it was pos- 
sible to plan the time for the call of the salesman so that an order of 
a specified size might be expected. The dealer is given an incentive 
to cooperate in the plan. Some dealers must place an order by mail 
to meet the minimum inventory which the compainy requires in the 
agency contract. Thus the company has not only greatly increased the 
size of the salesman’s order, but it has taken steps to insure that the 
proper sizes and quantities of goods will be in the dealer’s possession 
with which to fill orders as received. This practice has been partly 
instrumental in the stabilization of manufacturing activities. 

Effect of Greater Output upon Price. — The progressive execu- 
tive is interested in ways and means for keeping the plant capacity fully 
utilized.^ He wishes to know what the unit procurement costs will 
probably be at various stages of capacity. He also wishes to know the 
probable marketing, other management, and other costs for specific 
classes of business. The policy corps must consider the same general 
problems in setting the goal for the management. The accountant who 
has the viewpoint of ‘"management” is vitally interested in this problem 
and has much to contribute toward the making of policies and their 
interpretation. 

The Mileage Tire Company, for example, has a sales forecast for 
1927 which is about 9 per cent under the normal capacity. Normal 
capacity is referred to here as 80 per cent of the practical annual 
capacity. The directors of the company have never considered it a 

^ For a discussion of the “normal price/’ see articles in Management and Adminis- 
tration during 1924, by Donaldson Brown. See also Chapter XIIL 



CONCLUSION 469 

wise policy to bid for business of automobile manufacturers at a price 
much below the net price to agents.^ The i:|uestion is raised ^as to the 
wisdom of thig policy. Some concerns in the industry have shown an 
inclination to cut prices, and the question is raised as to how much 
the price could be cut by increasing production to normal capacity if the 

TABLE 76 

The IMileage Tire Company 

Estimated Cost of the Product Necessary to Obtain Normal Plant Capacity, and 

Price Reduction 

Cord Balloon 

Tires Tubes Tires Tubes 


Per Unit 

907 y 900 

426,000 

266,300 

636,500 

Net profit, operation 

Variances from standard . . . 

$ 1.69 
0.05* 

$0 276 

O.OI* 

$1.48 

0.05’^ 

$0 39 
O.OI* 

Standard operating profit. . . 

$ 1.74 

$0,286 

$ 1-53 

$0.40 

Marketing cost 

Management cost, other 

$ 2,03 
.91 

$0,364 
. 180 

$ 20.7 
•94 

$0.38 

•17 

Total 

$ 2.94 

$0,544 

$ 3 01 

$0 55 

Gross profit 

Cost of goods sold 

$ 4 . 680 
7-654 

$ .830 
1.185 

$ 4-54 

8 85 

$ .95 

1-33 

Net sales 

Gross sales 

$ 12-334 

$13.1665 

$2,015 

$2.1550 

$ 13-39 

$14.4407 

$2.28 

$2.4700 

Gross sales (Table 74) 

Gross sales, additional 

• $61,773,843 
. 11,953.865 

$13,648,477 

918,030 

$82,813,082 

3.845.558 

$15,717,845 

1.572,155 


$73,727,708 

$14,566,507 

$86,658,640 

$17,290,000 

Profit on additional units . . . 
Percentage reduction 

• $1,534,351 

.0208 

$117,576 

.008 

$394,124 

.0047 

$248,235 

.0143 


*Red. 

sales were made to dealers. In each case, the profits policy is to remain 
substantially the same. 

The controller presents the estimates in Table 76. This table is 
result of the estimates of cost which would obtain if the additk 
sales were secured from dealers and the profit secured from this b 
ness used to lower the list price of the product. These results v 
secured from an appraisal of the fixed and the variable costs at the 
levels of production— namely, present production and normal pro( 
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tion. In the case of the cost of goods sold, the savings in cost came 
as a result of the degree of •variability of the overhead expenses. The 
same is true for marketing and for management cost. .The computa- 
tions shown at the foot of Table 76 indicate the price reduction which 

TABLE 77 

The Mileage Tire Company 


Estimated Cost, Profits and Price Reduction with Plant Operating at QO% of 
the Practical Capacity 

Cord Balloon 


Per Unit 

Tires 

Tubes 

Tires 

Tubes 

Units t 

700,000 

840,000 

750,000 

875,000 

Net profit from operation 

Variances from standard 

$ 2.36 
0.06* 

$0,458 

O.OIO* 

$ 2.14 

0 06* 

$0.59 

0 01* 

Standard operating profit 

$ 2.42 

$0 . 468 

$ 2 20 

$0 60 

Marketing cost 

Management cost, other 

$ 1.83 
0.49 

$0,302 

0 1000 

$ 1.89 

0 52 

$0 32 
0.08 

Total 

$ 2 32 

$0 402 

$ 2.41 

$0 40 

Gross profit 

$ 4 74 

$0,870 

$ 4-6i 

$i .00 

Cost of goods sold 

Net sales 

f 7 59 
12.33 

$1.14 

2.01 

$ 8 78 
13-39 

$i 28 

2 28 

Gross sales 

$13.1665 

$2.1550 

$14.4407 

$2.4700 

Gross sales (Table 76) 

Gross sales, additional 

$73,727,708 

9,216,550 

$14,566,507 

1,810,200 

$86,658,640 

10,830,525 

$17,290,000 
2, 161,250 


$82,944,258 

$16,376,707 

$97,489,165 

$19,451,250 

Profit (Table 76) 

Profit, additional units 

i, 534 r 35 i 

I ,652,000 

I 17. 576 
384,720 

394,124 

1,605,000 

248,235 

516,250 


3,186,351 

502,296 

1,999,124 

764,48 

Percentage reduction in price. 
♦Red. 

.038 

.031 

.021 

•039 


could be made to secure the additional volume from dealers. Although 
the savings that could be effected through a larger volume are sig- 
nificant, the price reduction which could be made from the additional 
profits is small. 

If the plant operations were increased so as to equal 90 per cent 
of the practical operating capacity, the additional cost and profits per 
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unit would be as indicated in Table 77* The decrease in overhead 
cost per unit is significant, but the total reciuction in the list price is 
still comparatively small. These two sets of data indicate \hat the 
economies which result from a higher utilization of facilities of the 
company would not make it possible to lower prices appreciably with- 
out serious danger of loss. If the increased production were accom- 
panied by a sizable reduction in the unit cost of labor or materials 
or both labor and materials, then the unused facilities might be used 
to strengthen the competitive condition of the concern and to increase 
its profits. In the absence of such a reduction in the fixed costs, the 
concern appears to have little to gain from the increase in^ volume for 
the purpose of lowering prices. Under the competitive system, the idle 
facilities may be used to punish competitors and for otlter purposes. 

The data given above may be considered for the purpose of inter- 
preting the policy of the concern with reference to “original equipment 
business” or contracts with automobile manufacturers. If this busi- 
ness be taken at “cost,” the concern has something to gain from the 
sales that will be made to satisfied users of the original equipment. 
The probable value of this business may be ascertained from a research 
study. For the purposes of the present analysis, the value of this 
business is not considered. In pricing goods for an original equipment 
contract, a price may be made which will embody all the gains that will 
result from the use of the facilities which would be employed without 
the contract. This price need be little more than the cost of goods 
sold, shown in Tables 76 and 77, if a contract were taken for the units 
specified therein. The additional items which would have to be taken 
care of are as follows : cost variances, management costs, marketing 
costs, and interest costs. This would result in a significant reduction 
in price. 

Profits policies are many and varied. To be most effective, profits 
policies should be appraised frequently. The tools for profits control 
mentioned above, while not intended to be exhaustive, may be used to 
appraise the effectiveness of policies and to discover desirable profits 

policies. 
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Accounting, aim of, 51 
as related to personnel management, 

concepts of, 15, 27, 454 
financial, 16 

for business control, 54, 55 

for procurement control, 276, 278 

instruments to aid production, 275 

in terms of results, 59-60 

in terms of standards, 455 

interpretation of, 76 

interpretation of expense, 162 

larger profits shown by, 239 

may be used to better business methods, 

274 

mechanical, 153, 159 
methods essential for management, 232 
of sales territory, 265 
place in the organization, 87 
placement of responsibility, 47 
private, 24-26 
^ public, 24-25 

public and private distingui.'-lud, 24-27 
related to office management, 107 
relation to employment, 320 
relation to public, 340-343 
relative to finance, 136 
report requisites, 115-116 
reports for sales manager, 252 
system often ineffective, 325 
theory of, 17 
to aid the controller, 112 
to aid fair prices, 169-175 
to aid marketing, 237 
to aid medical and health work, 308 
to aid safety work, 309 
to judge efficiency, 67 
usually reflects results, 53 
what is included in, 53 
within the organization, 146 
Accounting function, as set forth in this 

book, 27-28 

distinguished in sales, 246 

from the author’s viewpoint, 54-55 

from the records viewpoint, 86 

function, 17, 18, 24, 27 

placement in business, 45 

sometimes considered unimportant, 44 


Accounting, private, concepts, 25 
development, 24 
functions, 26-28 

Accounting, public, function, 25 
Accounts, achievement, 247, 270 
aid employment work, 322 
design of forms for, 2^7, 293 
devised for control, 51 
errors in, 152 
for control, 6 
for inspection agent, 299 
illustrate need for information from ex- 
ecutives, 85 

information secured from, 244 
kept in terms of standards, 53 
manual needed, 151 
production, 284 

X Manufacturing Company, 93-96 
Accounts payable, place handled in or- 
ganization, no 
Advertising, business, 340 
function, 258 
research, 260-265 
research before, 228 
standards, 267 
ways and means, 267 
Alford, L. P., 179 
authority, 7 
laws of management, 4 
laws of production, 283 
principles of efficiency, 183 
Art, practice of management an, 107 
Auditor, status in organization, 108 
Authority, budget an effective tool for 
control of, 199 

budget as means for placement of, 202 
placement, 28, 456 

training a responsibility of manage- 
ment, 323 

Authority and responsibility, cross cur- 
rents of, 104 
Gantt’s idea of, 9-10, 147 
legal, 9 

of chief executive, 78 
of foremen, 6 
operating, 10 
placement, ii 
placement for finance, 12 
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Authority and responsibility — (Con.) 
technical, 9, 47 

ultimate result on stockholder^ 6 
Automobile registration, forecast of, 36S 

Balance sheet, additional financing, 128 
assets and liability requirements, 122 
balance sheet, 109 
budget, 67 
comparative, 133 
disbursements classified in, 139 
equation, 17 
estimated, 371-374 

forecast of Mileage Tire Co., 449-453 
illustrated, 131 

index numbers used to study, 220 
judging results obtained, 66-67 
Mileage Tire Co., 343 
to stabilize busmess, 212 
vested assets, 124 
X Manufacturing Co., 69, 94 
Barber, J. H., budgeting, 35 
defines budget control, 197 
Benge, E. J., tests, 317 
Bergen, H. B., application blank, 317 
instruments used in personnel work, 
313-316 

records of output, 321 
Bliss, J. H., accounting function, 26 
ratios, 462 

Budget, as means of decreasing unemploy- 
ment, 201 

balance sheet and profit and loss, 67 
balance sheet variations, 441 
budgeting liabilities, 129- 133 
complete and incomplete, 58, 59 
control of finance by, 199 
development of budget idea, 196 
difficulties, 21 1 
estimated balance sheet, 371 
executive approval of, 206 
forecasting, 215 

for Mileage Tire Co. methods, 345 

functions of, 49 

gross sales, 383 

major tentative, 205 

marketing aided by, 237 

master tentative, 205 

merchandise, 228 

Mileage Tire Co., 439-449 

of financial requirements, 124-126 

procedure for, 204 

procedure for recording, 208 

procurement, 277 

production, 283 

publicity, 270 

purpose of, 197-198 

qualifications of, 2C^ 


Budget — (Continued) 
relation to business cycle, 334 
required by chief executive, 88 
sales, 246 

standard for perforntance, 58 
to aid health work, 309 
tool of policy corps, 8 
X Manufacturing Co., 69-72 
Burden, overhead, 23 
See also Cost 
Business, prediction, 338 
volume, of, 214 
Business cycle, the, 210 
causes of unemployment, 201 
defined, 332 

effects upon financial policy, 123- 124 
elimination of waste by study of, 228 
. factors to be isolated, 215 
forecasting, 338 
general conditions, 440 
reasons for interest in, 333 
Buying, a facilitation function, 295 
purchasing agents report, 301 
records of assist, 298 

Calendar, international fixed, 75 
present, 74 

Capital stock, from stockholders point of 
view, 342 

how much to be sold, 124- 125 
ownership by employees, 310 
Cash, budget X Manufacturing Co., 72 
comparison of cash budget and actual 
cash, 99 
cycle, 127 

grandfather methods, 182 
need for accurate forecast, 1 12 
Causes, first, 1 19-120 
Charts, arithmetic, 89-92 
for the chief executive, 89-90 
to record performance, 86 
semi-log, 89-92 
Cole, C. M., work, 15, 18, 19 
Committee, work for sales manager on, 

244 

Comparison, balance sheet, 130-133 
business conditions and forecast, 333- 

338 

effected by calendar, 74-77 
Compensation, administration, 307 
by salary, expense and bonus, 250 
by straight commission, 249 
by straight salary, 249 
plans for paying salesmen, 248 
plans selected, 250 
thrift plans, 310 

Competitor and fair prices, 172-173 
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Control, accounting, secured by use of, 
54-55 

accounting to aid price, 232 
budget as a tool for, 198, 201 
by means of budgets," 204 
comes through knowing causes for 
variation, 116 
facilitation, 298 
in cost illustrated, 146 „ 
legal control of business, 201 
management, 50 
need of standards for, 182 
of ^authority and responsibility, 27 
of cfedit, 139 
of future operations, 72 
of income, 140 

of procurement by accounting, 273-278 
of quality, 279 
of unit cost, 466 
organization for, 29, 49, 86 
principles for accounting, 48 
procurement, 282, 284 
standard cost, 190 
tool for marketing, 227 
Controller, control of disbursements, 138 
function, 26, 100, 120 
functions cluster about finance and con- 
trol, 142 

interprets reports, 88 
manager of finance, 12 
needed for coordination and control, 
47-49 

organization, 47, 48, 87 
relation to standards, 112, 119 
supervision of, 54-55 
technicians furnished by, 240 
tools of, 109 

Coonley, Howard, early cost accounting, 
21 

executive approval of budget, 206 
on forecasting, 339 

Corona Typewriter Co, organization, 4O” 
41 

Costs, advantages and disadvantages, 161 
an approach to procurement capacity, 

277 

Babbage, Charles, 16 

burden distribution, 178 

early ideals of, 144 

elements, 147 

expense accounting, 238 

fixed and variable, 218 

forecast of, 233 , 

information for foremen, 160 

interest as an element of, 156-157 

interpretation, 162-167 

labor, 150 

materials, 151 


Costs — {Continued) 
merchandising computations, 234 
normal, 174-176 
objects of, 178 
of sales, 442 

only 5 per cent of firms know, 189 
overhead, i 53-1 55 
procurement, 233 
report, 159 

some reasons for interest in, 176 
statistics, 210 
uses of actual, 144- 149 
X Manufacturing Co., 94“98 

Cost, standard, causes for variation, 23 
concept of, 179-181 
estimated marketing, 389 
factors needed to minimize judgment, 
163 

illustrated, 186-189 ^ 
normal in price, 174 
objective, 178 
of fan contract, 57 
of sales, 442 
origin of, 21 
principles, 181-182 

Cost, unit, importance of, 147 
not always proper basis, 238 
statement, 95-96 
the problem, 148 

Cost accounting, began to attract atten- 
tion, 20 

burden distribution, 178 
in determining profits, 230 
marketing by use of, 238 
mechanical, I53-I59 
methods, 148 
objectives, 143- 147 
origin, 16 

overhead distribution, 23 
post-mortem, 20 
to aid management, 143 
Cost of goods sold, estimated, 386 
Cost of living, interpretation of labor cost 
in light of, 164 

Dennison, Henry, advantages of mer- 
chandise manager, 224 
business organization as a whole, 282 
merchandising during a depression, 228 
Dennison Manufacturing Co., organiza- 
tion, 42-43 

Depreciation, effects upon earnings, 133 
estimated, 378 
idle capacity, 379 
normal, 376 
reserve estimate, 381 
reverts to cash, 138 
standards, 447 
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Design, accounting to aid, 286 
Directors (or policy corps), aided by 
accounting in sales policy, 254 
a legislative body, 7 
approvaf of b'tid§;et, 207 
budget of assistance to, 198-205 
effects of poor labor policy, 262 
» establishment of profit policies, 228 
function, 61 

meaning of policies, 62 
Dooley, C. R., duties of personnel men, 

314 

Du Brul, Ernest F., analysis of U. S. 
Steel operations, 461 

Efficiency, accounting reports needed, 67 
basis for judging, 65, 68, 456 
budget an ai^ to, 202 
budget as a means for judging, 202 
theory of, 7 ^ 

Emerson, Harrington, standard cost, 21 
Employment, Ford Motors, 319 
organization for control, 315-316 
rating employees, 318 
relation of accounting to, 320-321 
three types of policies, 83 
Equipment engineer, accounting to aid, 
288 

Erskine, A. R., controller, 113 
need for percentages in comparison, 92 
Executive, chief, as director, 73 
as specialist of specialists, 12 
authority, 9 

employment of major executives, 82 
fair prices, 169-177 
functions, 79-80 

gross and net profit policies, 229 
’ head of organization, 224 

interest in cost information, 176 
interpretation of policies, 80 
procurement manager accountable to, 
274 

rating of executives, 97 
reports, 159 
reports for, 159 

selects executives from within and out- 
side .the organization, 83-84 
the budget as an aid to, 196-205 
tise of indices and forecasts, 221 
Executive corps, chief defined, 12 
'' executive policies of directors, 9 
functions of manager of procurement, 

for, 160 

''”''¥e^>orts on facilitation, 30a 

'feeflitation, control, 298 
. 294 

between departments, 302 


Facilitation manager, place in organiza- 
tion, 294 
reports for, 302 
Finance, budget control of, 199 
. budget X Alanufacturing Co,, 72 
importance of, 12 1 
in relation to business cycle, 333-339 
need for stabilization, 133 
relation to accounting, 136 
requirements, 122 
statistics as an aid to, 210 
Finance function, enumerated, 121 
reflected in cash statement, 72 ♦ 

Flexible budget, fixed and variable cost 
in, 209, 218-219 
illustrated, 221-222 
See also Budget 

Fluctuations, cyclical and random, 338 
See also Business cycle 
Ford, Henry, mass production, 63 
Forecast, automobile production, 364 
business conditions, 332 
comparison of budget and, 206 
idea of, 334 
marketing, 228 
medium, 359 

need for physical volume in, 214 
of cost, 233 
of price, 231 
principles, 215 
problems, 238 
profits, 229 
statistical, 205 
total tire shipment, 362 
Foremen, cost information for, 160 

Galloway, Lee, specialization and co- 
ordination essential, 282 
Gantt, H. L., authority, 7 
causes for variation, 191 
defects of retrospective cost, 179 
importalice of training, 323 
philosophy, 10, 21, 22, 23, 24, 27, 47 
progress chart, 89-90 
Garretson, C D., need for publicity 
standards, 267 

General Motors, organization, 39-40 
Goods in process, analysis of estimates, 
374 

See also Cost, Standard Cost, Mileage 
Tire Co. 

Growth, in forecasting isolated, 215 
Guernsey, J. B., functions of controller, 
102 

Harrison, G. C., standard cost, 21, 24 
Hatfield, H. R., accounting concepts, i5, 

16, 17 



INDEX 


491 


Health, accounting to aid, 308 
Hilgert, J. R., definition of budgeting, 
197 

Hollerith, mechanical ajccounting, 153-158 

Index, for studying prices, 213 
General Motors purchasing power, 264 
numbers, 220 

Inspection, a facilitation function, 296 
agents’ reports, 301 

Interpretation, aided by means of charts, 
§9-92 

by controller, 105-106 

cost reports, 159 

expense accounting, 162 

labor expenses, 164 

material cost, 166 

needed for busy executives, 88 

of accounting, 76 

of policies by chief executive, 80 

of sales report from analysis, 253 

of variations, 120 

overhead cost, 166 

profit policy, 461 

results must be, 202 

use of index numbers to aid, 220 

variations, 194 

Inter-relations in management, 50^ 
Inventions, value of to employee invent- 
ors, 313 . . , . 

Inventory, adjusted in finished goods, 375 
method of taking, 156 
See also Cost, Mileage Tire Co. 

Job analysis in relation to employment, 

Jones, F. T., procedure for selecting em- 
ployees, 327 

Joseph & Feiss Co., organization, 38^ 
Judgment, factors needed to minimize, 

163 

Kendall, H. P., 12 
Kester, Roy B., x, xiv 

bookkeeping and accounting distin- 
guished, 19 

definition of surplus, 142 
mechanical accounting, 15 

Labor, accounting for, 150 
budget control of, 200 
budget to aid unemployment, 201 
does training pay, 325 
learning process, 330 
plans for compensating, 248-252 
rating, 318 

responsibility for waste, 30 


Labor — ( confm iied ) 
specifications, 306-307 
^ stand^-rd tools for, 248 
thrift plans, 310 
turn-over, 320 
w^hom to train, 326 
Laird, D. A., mental tests, 31; 

Lamont, Thomas \V., emphasizes advan- 
tages of corporate publicity, 258 
publicity of financial condition, 341 
Layout, marketing aided by, 240 
Leadership, chief executive, 84 
Legal regulation, budget a tool for, 201 
Sherman Anti-Trust laws, 9 
Liabilities, created by sale of stock, I37 
of a business, 129 ^ 

relationship of, 130 
Lot size economic, 467 

Macy, R. H., & Co., controllership, 48 
organization, 37 

Management, accounting to aid, 27 
analysis of variations, 420-430 
composed of, 6 
control, 46 

control of procurement, 273 
defined, 4 

importance of accounting statistics to, 
210 

interdependent functions in, 43 
laws of, 3-4 

losses due to unemployment, 201 
marketing, 245 
modern, 27 
principles of, 6 

responsibility for elimination of waste, 

30 

responsibility for training, 323 
responsibility to public, 340 
through branches, 5 
types of, I 

variations need to be studied by, 208 
Management control, accounting for, 27 
definition, 50 
in business, 46 

need for specialization for, 30 
of procurement, 274 
policy, 457 
principles, 6 
profession, 340 
through accounting, 341-342 
Manager of marketing, accounting to aid, 

237 

costs interest, 234 

discharged because of poor accounting, 

78 

functions, 225 
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Manager of Marketing — (Continued) 
large scale management requires, 13 
organization for, 224 ^ 

relation ^0 procurement, 272 
Manager of personnel, accounting to aid, 

305 

budget a tool for control of personnel, 
200 

large scale management requires, 13 
Manager of procurement, accounting to 
aid, 285-293 
control, 278 

determines procurement capacity, 276 
functions, 272-273 
in organization, 283 
large scale rnanagement requires, 13 
normal depreciation, 378-381 
reports for, 280, 300 
reports of, 281 
statistics an aid to, 210-215 
Manager of publicity, functions, 259 
reports for, 270-271 
research to assist, 263-270 
Manager of standards and records, func- 
tions, 100 

See also Controller 

Marketing, apportioning of effort in, 241 
cost of, 234 
definition, 223 

illustration of computations in, 230 

location for, 263 

manager of, 13, 245 

proper location of goods aids, 240 

research, 227 

study of, 226 

McKinsey, J. O., defines budgetary con- 
trol, 197 

functions of accounting, 26, 102 
'Merchandise manager, costs aid, 234 
functions of, 42 
makes merchandise plan, 198 
merchandise cost computations interest, 
236 

place in the organization, 224 
Mileage Tire Company, objectives of 
illustration, 343 
Mills, F. C., xiv 

Mitchell, Wesley C., on business cycles, 
332 

work on business cycles, 21 1 
Montgomery, R. H., profits defined, 140 

Normal capacity, 183 
cost, 174 

Office management, duties what they are 
made, 106 
functions, 106-107 


Organization, business, 29 
Corona Typewriter Co,, 40-43 
Dennison Mfg. Co., 42 
departmental, 3^ 
executive corps, ii • 
for accounting control, 45, 49 
for control, 86-87 
for control of records, 114 
for control of training, 324 
for controller ship, 100, 104 
for employment management, 316 
for financial control, 136 ^ 

for marketing, 223 
for personnel control, 304 
for procurement control, 273-274 
for production control, 282 
for publicity control, 259 
functional. 32-33 
General Motors, 39 
internal, 29, 30 
Joseph & Feiss Co., 27-38 
legal, 29 
line, 31 

line and staff, 31-32 
Macy, R. H., & Co., 37 
of accounting department, no 
principles, 225 
principles for control of, 49 
sales control aided by, 245 
types of internal, 31-34 
units of, 247 
Walworth Mfg. Co., 35 

Paton and Stevenson, 19 
Person, H. S., xiv 
scientific management, 3 
Personnel, insurance, 31 1 
insurance of, 31 1 
organization for control of, 304 
other functions, 313 
rating, 318 

recreation and vacations, 31 1 
selection, 318 
specifications, 306 

technicians required in accounting, 112 
vacations and recreation, 31 1 
Planning, accounting to aid, 289 
capital requirements, 12 
Policies, accounting needed to prove 
value of, 67-69 
control, 457 

gross and net profit, 229 
in employment of major executives, 83 
interpreted through experience book, 
80 

long term, 457 
marketing affected by, 231 
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Policies — ( Contimied') 
meaning of, 62-64 
sales, 254-256 
Price, analysis of, 169 
cost in relatioii to, 1^68 
determination of general, 232 
effects of greater output on, 467 
effects on market, 264 
fair, 169-171, 213, 230 
forecast of, 231 
index of, 213 ^ 
legal control of, 201 
poMcy, 213 

quoted units of trade, 220 
use in reports, 253 
variations, 415 
Procurement budget, 70 
organization, 283 

Production manager, organization, 282 
Profit and loss, a dynamic statement, 133 
budget, 67 

effects of greater output on price, 469 
forecasting, 339 
Mileage Tire Co., 344 
other items, 392 
sales expense reports, 254 
shows “effects,” 116 
X Manufacturing Co., 70, 95, 118 
Profits, affected by business conditions, 
333 

capital does not flow easily into in- 
dustry, 182 

come from knowing what produce re- 
sult, 209 

competition wisely limited to, 176 
complication in determination of, 12 
control by ethical principles, 340 
control of, 140 

determined by fair estimates, 12-13 
effect upon capital requirements, 122 
efficiency determined by, 66 
fair, 12, 167, 177 

fifty per cent of concerns do not earn, 
198 

foretelling, 441 
in relation to price, 461 
law of, 172 

merchandise combinations to secure, 

need for control of net, 142 

normal, 174 

object of business, 116 

point, 219 

policies, 228 

policies interpreted, 462 

purchasing power of, 460 

reports needed, 67 

studying requirements, 213 


Publicity, business, 340 
functions, 258 
research, 259-265 
ways ‘'and means, 267 

Quotas, determining compensation by, 248 
sales, 248 

Ratios, balance sheet analysis, 131-132 
dynamic, 133-135 

financial analysis by means of, 135 
for measuring flow of capital between 
industries, 182 
profit and loss analysis, 134 
static, 133-135 

Records, achievement, 247, 270 
for inspection agent, 29^ 
for purchasing agent, 298 
in terms of standards, 55 
production, 284 

Regulations, business, 340 

Reports, administrative and management, 

1 14 

cost, 159 

for manager of procurement, 280 
for manager of publicity, 270, 271 
for sales manager, 252 
for the chief executive, 87 
manager of marketing, 236 
operating, 116 
production, 285 

Research, analysis of distribution, 266 
controller furnishes technicians for, 246 
disclosed poor accounting methods, 78 
disclosure of profits policy by, 214 
for business indicator, 358 
in advertising agencies, 260 
inter-relations in marketing, 260 
largest profits determined by, 239 
marketing, 227-228, 237 
procurement, 275 

proper location discovered by, 240 
publicity, 261-265 

study of marketing by means of, 226 
to determine traits of customers, 264 
to find standards, illustrated, 57 
use to secure plans for compensating 
salesmen, 251 

Rubber Association of America, statistics, 
3 S 4-357 

tire and tube statistics, 348 

Ruggles, A. M., tests, 3 X 7 

Sales, comparison to quota and perform- 
ance, 421 
estimate, 442 
organization, 42-44 
procurement control assists, 277 
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Sales comparison — (Continued) 
quotas, 416 

tire, 418 . . • 

Sales manggement, analysis of variation^ 
in sales, 436 
direct control, 44 

direction and coordination by, 244 
indirect control, 43 
need of proper records, 78 
studies for, 244 

Scientific management, accounting as an 
aid to, 27 
development of, 4 
Persons, H. S., 3 
Sheldon, Oliver, 4 
Taylor, F. W., 12 ^ 

Scientific meth®d, applied to advertising, 
260 

as applied to management, 117 
gun fire, illustraKon of, 51-55 
in forecasting, 346-453 
isolates the known from the unknown, 
208 

Pasteur, 116 

Seasonal, determination of variations, 215 
production, 354 
variations, 351 

Sheldon, Oliver, philosophy of manage- 
ment, 4f 65 
Solvency, automatic, 138 
Staff of controller, 104 
Standard cost, aid procurement control, 

277 

forecast of, 263 * 

goods in process, 374 

Seguras statement of laws of motion, 

191 

setting price by, 233 
statistics aid in, 221 
Standards, and records, 115-116 
and records function, 114 
depreciation, 447 
financial, 113 
in cost, 182 

knowing standards may affect opera- 
tions, 202 
need for, 55 
need for records, 85-87 
objective of, 455 
publicity, 267 
taisks, 248 

.'variations from determined, 284 
tatfstics, classes of tires, 34^ 

Sl^sion of total business, 265 
^fprecast made by use of, 215 
^ipredast of prices, 231 
: 271 

and external, 2to 


Statistics — ( Conthmed) 
methods, 33^-33^ 

Mileage Tire and pther, 348-360 
relating auto registration to tire ship- 
ments, 361 
reports, 285 
results of, 206 
sharing total business, 346 
statistical forecast, 205 
study business cycles by, 21 1 
study of quantitative data by, 212 
Stocks, disposition .of, 137 
preferred, 130 
ultimate authority, 6 
which classes to issue, 137 
Storing a facilitation function, 297 

Taylor, F. W., laws of exception, 183 
philosophy, i, 2, 32 
Territory, valuation, 265 
Tests and measurements, aided by ac- 
counting, 316 
in testing methods, 328 
in training, 326 

Traffic, as a facilitation function, 298 
records for, 300 
reports, 301 

Training, cases where it paid, 331 
does it pay, 325 
methods, 329 
need for job, 322 
program, 326 

securing the facts about, 324 
Treasurer, control of disbursements, 138 
organization for, 136 
Trends, measurements, 335 

U, S. Rubber Co., controller ship, 48 

Variations, analysis of, 208 

analysis of v. in cost of goods sold, 

423 

budget expenses, 433 
causes for, 93-94> 455 
departmental analysis, 427 
effects of, 1 16 
eliminating seasonal, 336 
from standards, 425 
from standards in inventory, 382 
in cost of products, 426 
in estimated cost, 391 
in expense, 432 
in labor cost, 165 
in management expenses, 39^ 
in profit and loss, 116 
in standard cost, 443 
interpretations of causes for, 92 
need for analysis of, 160 
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Variations — (Continued) 
price and quantity, 1 91 -193 
production, 285 
total analysis of, 415^ 
unit and price, 4j6 

Wages, loss due to unemployment, 201 
piece rates make easy interpretation, 
164 

task and bonus, 165 

Walworth Manufacturing Co., organiza- 
tion, 35 

Weavtr, H. G., index of purchasing 
power, 264-265 
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Williams, John H., basic factors in ac- 
counting, 285 
chief executive, 79 
'^"illis, H. Parker, xiv 
economics of supply and demand, 

175 

fair prices, 170 

X Manufacturing Co., balance sheet, 
94 

budget balance sheet, 68-69 
comparison budgets, 99 
cost, 96 

profit and loss, 69-71, 95 
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